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LETTERS OF TRANSMITTAL

MARCH 91, 1958..
To Members of the Joint Economic Committee:

The papers transmitted with this letter were submitted by 47 lead-
ing economists invited to appear before the committee in panel dis-
cussions as part of the study: "The Relationship of Prices to
Economic Stability and Growth."

These papers are presented in advance of the committee's hear-
ings, to be held May 12-22, to provide members of the committee, the
contributors, and the public an opportunity to examine the facts,
analyses, major issues, and conclusions in the various papers before
they are developed in oral statements and discussions at the hearings.

WRIGHT PATMAN,
Chairman, Joint Economic Committee.
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Hon. WRIGHT PATMAN, MARCH 91, 1958.
Chairman, Joint Economic Committee,

House of Representatives, Washington, D. C.
DEAR MR. PATMAN: The papers transmitted with this letter were

submitted by 47 leading economists invited to appear before the Joint
Economic Committee in panel discussions May 12-22 as part of the
committee's study: "The Relationship of Prices to Economic Stability
and Growth." This is in accord with instructions to the staff approved
by.the committee, October 7,1957.

The papers are presented as submitted by the contributors, without
additions or deletions. They are arranged by panel topics in the
order in which they are scheduled for discussion at the hearings.

In connection with these papers and the subsequent hearings, refer-
ence may be made to data included in the staff materials, "Productivity,
Prices, and Incomes," published by the committee last July. If the
most recent data or revisions in data are not available readily in
current publications, supplementary tables are included in the ap-
pendix to this volume.

JOHN W. LEHMAN,
Acting Eawecutive Director.
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INTRODUCTION BY WRIGHT PATMAN, CHAIRMAN,
JOINT ECONOMIC COMMITTEE

The Employment Act of 1946 grew out of legislative debate of
public and private policies which would promote "full" or "maxi-
mum" employment of the Nation's productive resources-human and
material. Economic stability and growth were mainly thought of
in terms of minimizing fluctuations in employment and of maximiz-
ing the growth of real output of goods and services. From its in-
itial organization, the Joint Economic Committee; however, has been
concerned also with problems of promoting stability of the general
price level and the need for avoiding inflation.

At a meeting of the Joint Economic Committee on July 24, 1957,
there was general agreement that the committee should explore the
possibilities and problems of conducting a full-scale investigation of
prices and price-making processes in relation to economic stability
and growth. In accordance with my suggestion, the staff was di-
rected to prepare a specific program for consideration by the full com-
mittee at a meeting on last October 7.

At the October 7 meeting, the committee reviewed the program
proposed by the staff, made several modifications and additions, and
then decided to proceed with the study.

PURPOSE OF PRESENT STUDY

In the present project, the committee's major goal is an objective

and authoritative exploration of general economic processes which in-

volve prices, price relationships, costs, and price policies, in the ex-

pectation that this will reveal ways in which public and private

policies can contribute to attainment of the Employment Act
objectives:

SEC. 2. The Congress declares that it is the continuing policy and responsi-
bility of the Federal Government to use all practicable means consistent with
its needs and obligations and other essential considerations of national policy,
with the assistance and cooperation of industry, agriculture, labor, and State
and local governments, to coordinate and utilize all its plans, functions, and
resources for the purpose of creating and maintaining, in a manner calculated
to foster and promote free competitive enterprise and the general welfare, con-
ditions under which there will be afforded useful employment opportunities, in-
cluding self-employment, for those able, willing, and seeking to work, and to
promote maximum employment, production, and purchasing power. (15 U. S. C.
1021.)

PREVIOUS AND CURRENT STUDIES

The Joint Economic Committee itself has, of course, already made
a number of studies in the field of prices. The first hearings ever held
by the committee were on current price developments and the prob-

lem of economic stabilization, in June and July 1947. In the fall of

1947, working through regional subcommittees, members visited many

parts of the country, holding hearings, gathering data, and report-
XI



INTRODUCTION

ing on consumer prices. An exhaustive study of profits in 1949, andseveral earlier and later hearings on prices m the steel industry arealso cases in point. Prices, inflation, and controls have, moreover,been recurrent topics for panel and committee discussions in connec-tion with the committee's study of successive annual reports of thePresident. More recently, acting upon instructions of the committee,the staff compiled a factbook on Productivity, Prices, and Incomes,leaving interpretations and conclusions to the user of the materials.Other committees of the Congress are currently undertaking studiesof prices in varying contexts. The Senate Finance Committee, dur-ing the session last year, conducted extended hearings on price infla-tion, and on attempts to control it through monetary and fiscal policy.The Senate Judiciary Committee's Subcommittee on Antitrust andMonopoly has been investigating prices and pricing behavior, espe-cially in the so-called "administered-price" area. A subcommitteeof the House Agricultural Committee has been studying the closelyrelated subject of marketing margins for farm products.

PLANS FOR THIS STUDY

The committee study of prices is being carried forward in fourstages. This compendium or collection of research papers, designedto bring together analyses and findings of leading impartial expertsand the most authoritative information available, is the first part ofthe program.
The second part will be a series of hearings in the form of paneldiscussions scheduled for May 12-22. The panelists will be the con-tributors of the papers in this compendium in which the papers arearranged by panel topics in the order in which they are scheduledfor discussion at the hearings.
As the third stage of the study, the committee is inviting economistsfrom labor and industrial organization to submit papers for a volumeof comments to be published after the May hearings. These paperswill concentrate on the analyses and issues raised by the experts con-tributing to the present compendium and participating in the Maypanels.
The fourth stage in the program will be hearings in the form ofpanel discussions to be held later in the year. The panelists at thattime will be the economists from labor and industry together withsome of the contributors to the present compendium.
When the experts were invited to contribute to the present compen-dium they were supplied with a preliminary outline of topics andquestions of interest to the committee. The outline was intendedonly to give the contributors some guide to the scope of the investiga-tion into which their individual papers would fit. The relevant partof that outline is reproduced in each section of this volume directlypreceding the papers for that panel.
On behalf of the committee, I wish to commend the contributorsfor the valuable materials they have presented in these papers. Theirgenerous gift of time and resources to the project is an outstandingpublic service. I am confident their contributions will be reflected inpublic deliberations on policies for economic stability and growthfor many years to come.
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EMPLOYMENT ACT OBJECTIVES AND THE
STABILIZATION OF PRICES
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l. Employnent Act objectives and the stabilization of prices
A. What price behavior would be consistent with the attain-

ment of the other policy objectives of the Employment
Act "of creating and maintaining, in a manner calculated
to foster and promote free competitive enterprise and the
general welfare, conditions under which there will be af-
forded useful employment opportunities, including self-
employment, for those able, willing, and seeking to work,
and to promote maximum employment, production, and
purchasing power" in both the short run and the long
run?

Under what conditions would stabilization of prices be in-
consistent with attainment of Employment Act objec-
tives?

B. What does "economic stability and growt." mean when used
in reference to a dynamic private enterprise economy?

C. What changes in the distribution of income and wealth
usually accompany changes in the general price level, and
what weight should these be given in assigning priorities
among the various objectives of the Employment Act?

1. What are the effects of price level changes upon the
different income groups, especially upon the so-
called "fixed-income" groups?

2. How are holders of various types of assets affected
by price level changes?

3. How do various types of debtors-financial and non-
financial, corporate, individual, farmers, and
small-business men-fair under conditions of
changing price levels?

4. What is the effect of changing price levels on the
relative position of Federal, State, and local gov-
ernments, considering their traditional revenue
sources, their expenditure programs, and debtor
positions?

XIV



THE EMPLOYMENT ACT OF 1946: THE DYNAMICS OF
PUBLIC ECONOMIC POLICY

Grover W. Ensley, Executive Vice President, National Association
of Mutual Savings Banksl

INTRODUCTION

Twelve years ago, the enactment of the Employment Act introduced
into public policy the first specific statement of objectives for the na-
tional economy. The language expressing those objectives is broad:

* * * creating and maintaining, in a manner calculated to foster and promote
free competitive enterprise and the general welfare, conditions under which
there will be afforded useful employment opportunities, including self-employ-
ment, for those able, willing, and seeking to work, and to promote maximum
employment, production, and purchasing power.

This broadness of language reflects the necessity for compromise
among divergent viewpoints, which is the essence of our democratic
political institutions. TILe machinery set up by the act for implement-
ing its objectives is simple. Both the generalized statement of ob-
jectives and the simple machinery of the act have proved to be truly
elegant.

In the 12 years since adoption of the Employment Act, the Nation's
economy has been subject to many and varying stresses and strains.
On the whole, it has performed very well, indeed, in providing an
increasingly prosperous life for a rapidly growing population.
Making due allowance for the recessions of 1949 and 1954, the stated
objectives of the act have to a very substantial extent been con-
tinuously achieved. One cannot, of course, assert that this success is
the unique result of the Employment Act and its machinery, but there
is little question that they have contributed very materially.

One aspect of our postwar economic history, however, has caused
mounting concern. This is the virtually continuous upward pressure
on prices, reflected in a 59 percent increase in consumer prices, a 73
percent increase in wholesale prices, and a 60 percent increase in the
implicit gross national product price deflators since 1945. Inflation,
even the so-called creeping variety, is hardly a new phenomenon. The
problems of maintaining a strong, stable economy associated there-
with, however, appear to become increasingly trying as our Nation be-
comes increasingly industrialized. Stabilization of some widely ac-
cepted concept of a general price level has more and more commanded
attention of those responsible for carrying out the mandates of the
Employment Act.

At the same time, the persistent rise in consmner prices during the
past two and a half years, despite the increasing vigor with which
antiinflationary public policies were pursued and the seeming abrupt-

' The views expressed are the author's and do not necessarily represent those of the
National Association of Mutual Savings Banks or the association's Individual members.
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2 ECONOMIC STABILITY AND GROWTH

ness with which the economy in the latter part of 1957 slid into sharp
recession, has raised widespread questions concerning price-level sta-
bilization. Is price-level stabilization an appropriate objective of the
Employment Act? Can general monetary and fiscal policies achieve
such stabilization without simultaneously precluding realization of
other objectives of the act?

These questions, I believe, may be answered affirmatively if there is
continuation of the alertness and flexibility in public economic policies
which has been demonstrated repeatedly since the Employment Act
became law. In this connection the very broadness of the act's state-
ment of objectives has been one of its major strengths. Greater speci-
fication of objectives would, in all likelihood, have unduly circum-
scribed economic policy, and diminished its effectiveness in contribut-
ing to achieving any of the Inore broadly stated objectives of the act.

CHANGING PRIORITIES IN ECONOMIC POLICY OBJECTIVES

In the rapidly changing condition of the postwar world, questions
concerning the standards the Nation's economy should meet and the
costs which may be incurred if these standards are to be met have
commanded ever increasing attention. Several criteria have assumed
primary importance. The objectives of the Employment Act have, as
a result, come more and more to be stated in terms of achieving growth
and stability of a dynamic, free, competitive, private-enterprise
econcny.

The apparent paradox in the semantics of public economic policies
warrants a brief definition of terms before coming to grips with our
principal question: the interrelationship of objectives.

Economic growth should be defined as an increase in the Nation's
capacity to produce goods and services. A more conventional concept
of economic growth is expansion of real per capita gross national
product. While increases in capacity and in product are surely closely
related over time, in the short run the economy may grow without an
increase in total output or, conversely, total output may increase with-
out expansion of productive capacity. I shall leave detailed discussion
of these matters in the capable hands of the other contributors.

Economic stability means that there is a limited range of fluctuation
in the rate at which the Nation's economic capacity, human and mate-
rial, is used. While stability in a growing economy, therefore, implies
a constantly rising level of employment and of total production of
goods and services, it does not imply any specific rate of resource
utilization. All other things being equal, of course, stability at a high
rate is always to be preferred over a low rate of resource use. In the
present American economy, as a matter of fact, it is unlikely that the
-incentives for growth and dynamics would be long maintained with-
out stabilizing resource use around a relatively high rate.

"Dynamic" describes perhaps the most outstanding characteristic of
our economic life: the frequency and magnitude of the changes in our
tastes and preferences, in our effectively expressed demands for goods
and services, and in the ways in which resources can most efficiently
be combined and used to produce these goods and services. Although
we need not be detained by elaboration of the sense of the phrase,
"free, competitive, private enterprise," I would emphasize the impor-
tance of the word "free." Too often, restraints on freedom of enter-



ECONOMEC STABILiTY AND GROWTH

prise are thought of primarily as those imposed by government,.
through the exercise of its regulatory, fiscal, and monetary powers.
Such restraints are not to be taken lightly, but they must not be
permitted to obscure the frequently more significant limitations im-
posed from within the private sector of the economy.

While a dynamic economy need not be a growing economy nor a
stable one, these three characteristics are not mutually inconsistent.
Their simultaneous realization, in fact, has become the overall ob-
jective of public economic policy.

This was not always the case. The Employment Act was legislated
in 1945 and early 1946 in an atmosphere of uncertainty and apprellen-
sion. Economists-with few exceptions-were persuaded that the
postwar era probably would be marked by reemergence of persistent
unemployment and economic stagnation. These fears had their
origins in the great depression of the 1930's and the failure of public
and private programs to restore real prosperity. At the outbreak of
World War II, there were still nearly 10 million unemployed persons
in the United States. Substantial idle industrial capacity still
haunted management after 10 years of virtually no expansion of plant
and equipment. Here was economic stability of a universally un-
acceptable variety.

In view of this pessimism at the close of World War II, it is hardly
surprising that the Employment Act emphasized the promotion of
maximum employment, production, and purchasing power, and the
creating and maintaining of conditions affording useful employment
opportunities for those able, willing, and seeking to work.

There is no occasion for deprecating this early postwar emphasis
in economic policy objectives. As of the end of the war, there was
little empirical evidence to suggest the strength of accumulated con-
sumer desires nor the facility with which they could be translated into
effective demand for goods and services by virtue of the vast wartime
accumulations of liquid savings. By the same token, it is difficult to
see how economic analysts in 1945-46 could have determined the impact
of the rapid wartime exploitation of technological advances on post-
war business capital expenditure plans, or have estimated the conse-
quences of high business liquidity for financing the realization of
these plans. In short, nothing is harder for the economist to predict
than the dynamics of the economy. Prewar experience hardly
afforded a basis for such predictions. Emphasis in public policy
on maximizing employment and production, without explicit regard
for growth or dynamics in the early postwar days, therefore, is quite
understandable.

The great and generally unexpected burst of business and consumer
demand in the early postwar years almost immediately shifted the
focus of concern by those entrusted with public responsibility for
achieving the objectives of the Employment Act. Widespread upward
price pressures originating in excessive total demand made it clear
that the stabilization problem was not the "deflationary gap" antici-
pated by many at the end of the war, but rather a renewal of the
"inflationary gap." The first major inquiry of the Joint Economic
Committee in June and July of 1947, therefore, was devoted to price
developments.

23734-58-2
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ECONOMIC SITABILITY AND GROWTH

The recession of 1948-49 and the outbreak of hostilities in Korea in
mid-1950 provided a further test of the flexibility of the Employment
Act. Within this 3-year period:

Gross national product (in current prices) rose $13 billion-6½
percent in a year's time, fell $8.5 billion-3.2 percent in another year,
and then rose nearly $50 billion-19.4 percent in the third year. Un-
employment increased by nearly 90 percent between the second quar-
ter of 1948 and the fourth quarter of 1949 and fell by 44 percent bythe fourth quarter of 1950.

Public policy was called upon twice in 3 years to reverse its field-
and drastically so. There is widespread agreement that Federal fiscal
policy, which at that time carried the major burden of economic
stabilization, was on the whole well suited to meet these rapidly
changing challenges.

A concurrent development in determining the focus of economic
policy was the emerging emphasis on economic growth, proceeding
largely from increasing awareness of the responsibilities imposed
upon the United States as the leader of the free world in the cold war,and of the economy's demonstrated growth tendencies. This em-
phasis has come to the fore in the post-Korean period and withshocking abruptness since the fall of 1957. The work of the Joint
Economic Committee and its subcommittees in this area is a testi-monial to their alertness to the importance of economic growth and
the diligence of their efforts to bring these considerations to the at-tention of the Congress, the Executive, and the Nation as a whole.

A NEW FRONTIER: STABILIZING THE PRICE LEVEL

Without belaboring the details or effectiveness of policy changes inthe postwar period, I think it is clear that experience under the Em-ployment Act has demonstrated amply the dynamic quality of pub-
lic economic policy. The recent past and our present situation sug-
gest quite clearly the basic outlines of a major test to be faced:
achieving reasonable stability in the general level of prices without
sacrificing growth, stability, and the dynamic characteristics of the
economy nor the institutional freedom we prize.
Compatibility of public policy objectives

Are these objectives inconsistent? The answer is "Yes" only ifwe choose to regard each objective in some absolute sense. Instead,
it must be recognized that the realization of additional gains with
respect to any one objective involves costs in the sense of some limi-tation on the extent to which gains with respect to any other can be
achieved. We must, therefore, continually effect compromises among
conflicting claims. This is the essence of the basic economic process
in any environment in which ends exceed means.

We look forward to a higher living standard tomorrow than weenjoy today and recognize that to make this gain possible some sacri-fice of today's consumption of goods and services or of leisure is re-quired. We are continually required to choose between the satisfac-
tions derived from variety in consumption and in the ways in which
we produce our incomes, on the one hand, and the losses in terms oftemporary unemployment, obsolescence, and the disruption of familiar
routines involved in shifting to new products and new methods of

4
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production. We are continuously faced with the need for readjust-
ing these priorities if our first approximations involve too great
changes in the rate of use of our resources. The fact that we are, all
of us, continually making these compromises demonstrates the com-
patibility of these objectives rather than their inconsistency.

We make these decisions as individuals in the setting of what we
hope is a substantially free market place. The aggregate of these
decisions reflects the order of priorities accorded by the economy as
a whole to various economic objectives. It is to be expected that
changing circumstances will lead to changing priorities.

Government, through the exercise of its monetary, fiscal, and reau-
latory powers, provides major conditioning factors which in turn in-
fluence our individual decisions. It is in fact virtually impossible to
conceive a complex of Goverrunent economic policies which would be
neutral in its impact on this system of choices. Public-policy makers,
therefore, are invested with tremendous responsibility to provide pol-
icies which will facilitate, rather than frustrate, the implementation
of the choices registered in the market, without giving way to pres-
sures from speculative excesses nor to irrational responses to minor
changes in economic conditions. It also imposes a substantial burden
on public instrumentalities to keep the market as free as possible from
restraints on the allocation of resources.

If these public responsibilities are appropriately discharged, the
Nation can be confident of realizing a high rate of economic growth
without unduly sacrificing stability or the dynamic characteristics of

our economic life. We must avoid, however, underestimating the
cost involved, lest we become too rigid in our thinking and our policy
attitudes.

For example, the more dynamic the economy, the greater will be
the problems of maintaining stability in the rate of resource use
while continuing to provide the real resources required for economic
growth. The more frequent and the greater the changes in tech-
nology and in resulting market demand and supply conditions, the
more frequent and the greater will be the pressure for changes in
the use of resources. Such changes cannot be achieved instantane-
ously, but in fact may require a considerable lapse of time. The
rate qf frictional unemployment of both human and material re-
sources, therefore, will tend to be higher in a relatively dynamic econ-
omy than in a static economy. An excessively rigid stabilization
policy may impair economic dynamics by increasing the real costs of
effecting necessary shifts in resources.

Achieving a high rate of growth in a dynamic setting, therefore, re-
quires a flexible approach to economic stabilization. Such an ap-
proach has been aptly visualized as a band representing a range of
fluctuation in unemployment through time, as contrasted with a line.

How wide or narrow this band should be cannot be precisely deter-
mined, since our attitudes assuredly will change through time. It
should be emphasized, however, that accepting some fluctuation in un-

emp loyment rates is perfectly consistent with the stabilization ob-
jectives implied in the Employment Act. Moreover, this acceptance
does not imply a relaxation of vigilance by those responsible for
economic policy. Rapid changes in the employment situation, even

thouigh they do not at the moment exceed accepted tolerances, never-
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theless demand alertness to the possibility that they shortly will, andpreparedness to deal promptly with an excessive fluctuation should itin fact materialize.
The importance of relative price flexibility

How is stability of prices related to whatever composite objectiveof growth, stability, and dynamics may be desired? At the outset,.the distinction between stabilizing the prices of particular goods andservices and stabilizing the level of prices must be emphasized. Sta-bilizing specific prices can hardly be justified as a public policy ob-jective for a free-market economy except under the most extra-ordinary circumstances. Flexibility of prices of individual goodsand services is, of course, the specific mechanism a free, private-enterprise economy uses to induce shifts in resources and in eco-nomic activity. In the absence of relative price movements, the mech-anism for such shifts must be public or private rationing. Either-will result in a loss in economic welfare in a private-enterprise setting.Moreover, the more dynamic we wish our economy to be, the moreimportant is mobility of resources, and, consequently, the greater theemphasis we must place on the flexibility of individual prices. If,for whatever reason, the change in the price of a good or service forwhich supply or demand conditions have changed is restrained rela-tive to the prices of other things, the extent of the shift in resourceswhich otherwise would have occurred will also be limited.Maintaining flexibility in prices of individual goods and services,.therefore, is an important collateral objective of public policy, theresponsibility for which rests primarily in the antitrust field. Since-such price flexibility is, in part, a concomitant of the uncertainty in-herent in a dynamic economy, the inclination of those controlling theuse of resources to insulate themselves from price flexibility is readilyunderstood. It must not be overlooked, however, that to the extentthis insulation is achieved, the economy will suffer, as a necessarycorollary, a loss in dynamics. Antitrust policy which fully recognizesthis basic drive toward relative price rigidity and its adverse implica-tions for the character of the Nation's economic life, therefore, is anecessary adjunct of public economic policy seeking the objectives ofthe Employment Act.
Encouraging flexibility in individual prices is in no wise inconsis-tent with stability in some overall average of prices, at least conceptu-ally. All that is required by the former is change relative to other-prices. Theoretically, relative price changes can take the form ofincreases offset by decreases, leaving the average unchanged; bysmaller increases more than offset by larger decreases, with a corre-sponding declining average level; by larger increases only partially, ifat all, offset by smaller decreases, resulting in a rising average level.In practice, only the latter alternative appears to have been feasibleduring the postwar period.

D)istinguishing between relative price flexibility and general priceinstability
It is generally agreed that while relative price flexibility is neces-sary and desirable for our economy, price-level instability must beminimized. Although conceptually the distinction here is fairly clear,in practice it is considerably more difficult to determine. Other papers.
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in this volume will deal with the problems, often extremely technical,
of applying the concepts of price-level stability to public policy pur-
poses. It will suffice at this point to suggest only one of the many
difficulties policymakers must face.

Suppose the price of some basic industrial raw material rises. The
factors underlying this type of price change are more often than not
extremely difficult to assess with any precision with information of
the accuracy and extent now available. Yet, if price level stability is
to be maintained, public policy must be based on judgments whether
these factors are fairly widespread and, therefore, whether the par-
ticular price rise is to be regarded as a harbinger of general upward
price pressures. Moreover, public policy must appraise the degree of
substitutability for the raw material in question to determine the
extent to which its price rise is likely to be reflected in other prices.
The greater the substitutability and the more promptly substitution
can be achieved, the less need be the concern over extension of the
price movement. Public policy, therefore, must depend also on evalua-
tion of market structure, pricing practices, resource mobility, etc., in
the affected industries, since without this analysis, it cannot appraise
the likely aggregate demand and supply responses with which it must
deal. In practice, therefore distinguishing between desirable relative
price flexibility and undesirable general price instability is now-
and always has been-difficult. Granting this sort of practical diffi-
culty does not, however, derogate price-level stability as a public policy
objective.
Creeping inflation and economic instability

There is no occasion in this discussion for dwelling on the manifest
evils of hyperinflation or hyperdeflation. The price-level movements
with which publicpolicy in the United States must be concerned are of
the "inching" or 'creeping" variety. This term, as generally used,
may include price movements which are so pronounced as to aver-
age several percent a year. Such changes arenmodest, as compared with
the hyperinflation of post-World War II Hungary and China, for
example. It is precisely because of the relative slowness of "creeping"
inflation that it is so insidious and difficult to cope with.

Over a considerable part of our postwar experience with "creep-
ing" inflation, this type of price movement has been widely interpreted
as a reflection of excessive total demand. So long as this assumption
appeared to accord closely with the facts revealed by other statistical
series, economic stabilization, in the sense of stabilizing the rate of
total resource use, and price-level stabilization could be and were em-
braced as a single objective. In 1946-48 and 1950-51, for example,
the need for stabilization efforts was signaled by general price move-
ments, and public policies aimed at restricting total spending were
synonymous with restriction of the rate of price-level increases. In
other words, so far as anyone could see, the upward pressure on prices
originated in excessive demand which also was reflected in strong
tendencies toward "overemployment."

Since mid-1955, however, it has become increasingly apparent that
price-level stabilization and stabilization of the rate of resource use are
not necessarily synonymous. Experience during the latter part of
1957 and the early part of 1958 in particular has demonstrated
graphically the possibility of divergence of price-level changes from

7
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changes in the rate of resource use. Timelags undoubtedly account
for some part of this divergence. Recently there has been consider-
able discussion, which will be extended and refined in other papers
in this compendium, of other factors which may contribute to it. My
purpose in alluding to this divergence is merely to show that economic
stability or instability is not necessarily the same as price-level sta-
bility or instability as was widely assumed in the past. Price-level
stabilization, as an objective of public economic. policy, therefore,
should be examined, at least in part, on its own merits.
Equity aspects of inflation

The considerations which strongly support price-level stability as an
objective of economic policy can be placed in the rough, but by no
means mutually exclusive categories of equity and economics. The fa-
miliar equity argument is that instability in the general price level-
more specifically, in terms of postwar experience, inflation-dimin-
ishes the purchasing power of individuals and business entities with
fixed or "sticky" incomes and assets relative to the purchasing power of
those whose incomes and assets are responsive to general price move-
ments. Insofar as those with fixed incomes and assets are concentrated
at the lower end of the income and wealth distribution or are the small
or new business entities, inflation represents a regressive tax. As
such, it effects changes in income and wealth distribution which are
antithetical to those sought by the explicit provisions of the Nation's
tax structure.

My fellow panelist, Dean Bach, has directed intensive studies con-
cerning the impact of inflation on income and wealth distribution.
I shall not, therefore, attempt to cover this ground with any detailed
discussion.

Some economists have suggested that these equity consequences of
inflation can be and have been substantially ameliorated by appro-
priate private and public policies. It is argued, for example, that
persons retired under public retirement systems have suffered only
temporarily from persistent general price increases, since these retire-
ment systems are liberalized periodically to take account of inflation.
Industrial retirement systems, it is argued, can turn more extensively
to variable annuity devises to hedge the retiree against price-level
fluctuations. Individuals and businesses, it is maintained, can chance
the disposition of their personal savings toward more price-level-
sensitive assets, particularly common stocks.

The answer to the first argument, of course, is that the losses suffered
by the public system retiree are never made good and are, therefore,
permanent. Adjusting public retirement system benefits frequently
enough to reduce these losses to insignificant proportions would hardly
be feasible. The answer to the other contentions is that real costs
are incurred by giving up liquidity and safety in seeking inflation
hedges. In the absence of such costs, the great savings institutions of
this country would never have reached their present stage of develop-
ment, nor should we now see the great diversity in the character and
operations of financial intermediaries. It seems to me to be extremely
difficult to justify asking the economically weak to incur these costs to
protect themselves from inflation which is in any case regarded as
inequitable.
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Moreover, it is at least questionable whether the personal thrift
patterns which would emerge from these suggestions would contribute
so well to providing for the economic growth which is one of the pri-
mary objectives of public policy. Personal savings habits dominated
by inflation hedging might well result in a perverse reinforcing of
cyclical movements and of inflation. Those who save to provide some
relatively fixed amount for retirement, for example, might well be
inclined to reduce their current savings under boom conditions if
their inflation hedging were, in fact, successful, and to increase their
savings during an economic decline if inflation-responsive assets were
also recession responsive. I do not know what proportion of total
personal savings are, in fact, motivated by some fixed total objective,
but whether the proportion is large or small, it is difficult to see why
we should encourage distortion of these savings patterns as a means
of justifying inflation.

Inflation and growth
According to a widely held view, the rate of economic growth can be

expected to respond favorably to mild inflation. The argument rests
primarily on the assumption that costs will lag behind prices, so that
profit margins rise. Rising profit margins imply a positive shift in
the schedule of the marginal productivity of capital which, in turn,
serves to increase investment demands. An expansion of capital out-
lays will be reflected in a multiple increase in total demand which adds
to upward price pressures, presumably still in advance of factor costs.
Thus, it is maintained, even mild inflation tends to be cumulative,
largely through its effects on stimulating growth-generating expendi-
tures. The process presumably comes to a halt when the increase in
productive capacity exceeds the increase in effective demand or when
factor costs close the gap with product prices and pinch off profit
margins.

Dean Bach's studies, upon which he reported in this committee's
Tax Policy Subcommittee study of Federal tax policy for economic
growth and stability, cast some serious doubts about this delineation
of the relationship between inflation and growth. It seems to me that
an alternative thesis suggests that inflation may impede economic
growth more than stimulate it.

If product and resource markets were substantially free of restraints
or monopolistic elements, a system of monetary and fiscal policies
which limited increases in total demand in line with increases in ca-
pacity would also provide stability in the general price level. Failure
of such a system to prevent general price movements, therefore, indi-
cates imperfections in market structures. If these imperfections are
accepted or tolerated by the Nation, the relative price changes neces-
sary to effectuate dynamic impulses in the economy must be reflected
either in general price level changes, in instability in the rate of
resource use, or in an otherwise undesired shift in the division of
resources between growth and current consumption. Suppose that the
Nation's composite choices place, as a first approximation, a higher
priority on stability in the rate of resource use and on the desired
rates of growth and of current consumption than on price-level sta-
bility. On what grounds may one conclude that the resulting general
movement of prices is undesirable?
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In the first place, inflation cannot finance the attainment of real
product objectives for which real resources are inadequate. It can
serve only to change the total product "mix" by shifting effective

demand in favor of successfully hedged claimants and to the dis-
advantage of the relatively unsuccessful. Some sacrifice of the desired
rate of growth or of consumption, therefore, will necessarily result.'
Moreover, such shifts are likely to be difficult to anticipate or to esti-
mate in advance of their actual occurrence. Inflation, therefore, is
likely to produce what appear to be haphazard and capricious changes
in income positions and in asset and liability values. These effects
must serve to increase uncertainty. As a consequence they also must
add to the costs of growth by requiring more extensive use of resources
for hedging against the increased risks accompanying capital accumu-
lations.

Second, inflation shifts resources along the lines of least resistance,
so to speak. The sacrifices of claims to resources, therefore, will fall
more heavily on economic units lacking the strength of the monopoly
elements which give rise to market imperfections: In other words,
the weakest economic units-the new or the small business, to take
familiar examples-will be required to bear a disproportionate share
of the burden of financing in real terms the shift in the use of cur-
rently available resources. Failure to control a little bit of inflation,
therefore, is quite likely to lead to increasing difficulty in curbing
subsequent inflationary pressures. It seems clear that a relaxed policy
toward inflation more greatly jeopardizes the economic position of
the State or local government or school district, of the new or small
business, of the prospective home buyer relying on a thin equity, to
use the favorite examples of critics of general monetary controls, than
does a tight-money policy. This, I believe, is the principal basis for
asserting that moderate, "inching," or "creeping" inflation always
holds the promise of ever stronger inflationary movements. If, finally,
after long neglect, opposition to the adverse equity, competitive, and
resource-allocating consequences of inflation becomes strong enough,
efforts to curb its further extension then are likely to involve more
painful consequences in terms of arresting growth and sacrifices of
current production and employment than would have been required
if the initial modest inflation had been halted.

General price level stability, therefore, must be regarded as a neces-
sary collateral objective of public policies aimed at promoting growth
and stability in a dynamic, free, private-enterprise economy.

FEASIBILITY OF PRICE-LEVEL STABILTZATION AS AN EMPLOYMENT ACT
OBJECTIVE

Can general monetary and fiscal policies achieve price-level sta-
bility without undue sacrifice of growth and stability in the rate of
resource use? Much of the criticism of using general monetary and
fiscal restraints to curb inflation depends on the assertion that some
business and labor organizations can insul ate their price and wage
decisions from changes in total demand 'conditions. General re-
straints on demand, it therefore is maintained, will impinge only on
economic entities lacking this power. Restraints sufficiently vigorous
to break through the insulation of big business and big labor, the argu-
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ment runs, necessarily must hold total demand to less than full-
employment levels.

I must agree, as indicated above, that if, indeed, such power rests
in big business and labor (it should be noted that the validity of this
contention has not yet been demonstrated), the consequent limitations
on relative price flexibility and resource movement will impede the
successful use of general constraints against inflation. I cannot
agree, however, that the existence of such power calls for abandoning
the use of fiscal and monetary policy for price-level stabilization pur-
poses, or for foregoing price-level stability as an objective of public
policy, or for relying on the good faith and intelligence of private
power groups to behave in a manner consistent with stability of
prices generally. The proposition that the value of the Nation's
money depends on the good intentions and behavior of a relatively
small private group in the population must surely be abhorrent to any
free society. If, in fact, the proposition is correct, it calls for con-
structive measures to reduce this power. Such measures also would
contribute to a more dynamic economy with greater private freedom
to be enterprising.

Price-level stabilization, therefore, can be a practicable objective
of public policy. Indeed, taking the steps required to make it so
will also strengthen policies directed toward achieving a high rate
of growth and stability in the rate of resource use.

As in the case of these latter objectives, precise specification of the
objective of price-level stability is not possible. Moreover, I doubt
that it would be desirable. After all, our economic stabilization ob-
iective does not rule out some fluctuation in the rate of resource use.
By the same token, as a practical matter we cannot pursue absolute
rigidity in the price level. What we seek is the best possible "mix"
of all of our major economic policy objectives. Our best hope for its
attainment, I believe, rests in the alertness and adaptability of those
charged with responsibility for public economic policy.

Our public-policy instrumentalities have shown flexibility and
alertness to desirable shifts in emphasis. They have not always, of
course, been completely successful. We have had recessions and inter-
ruptions of growth. We well may have experienced, without recog-
nizing it, some inhibition of the economy's* dynamism. There are
many expert observers of the American economy who assert that we
have suffered increasing private monopolistic restraints on the freedom
of resources and markets. And we assuredly have had inflation. But
while we recognize these shortcomings, we should not lose sight of
our accomplishments. We have not had a serious depression and we
have achieved remarkable progress in raising our living standards
since the war's end.

I think we can be confident, therefore, that the present language
of the Employment Act can continue to provide the framework for
the dynamic policies the Nation's economic development demands.
This study by the Joint Economic Committee, which carries forward
the high standards of those of the past, will, I am sure, contribute
to an extended appreciation of the significance of price-level stabiliza-
tion policy in the context of the Employment Act's broad statement of
objectives.



EMPLOYMENT ACT OBJECTIVES AND THE
STABILIZATION OF PRICES

Edwin G. Nourse, Economic Consultant

I believe this committee is marking a new milestone in the interpre-

tation and application of the Employment Act by conducting this

series of hearings on "The Relationship of Prices To Economic Sta-

bility and Growth." Such an inquiry is of utmost timeliness just

now, as the policy set forth in the Employment Act is facing its first

severe test. And great promise for the outcome of the investigation

may be found in the terms in which Chairman Patman's announce-

ment of the hearing stated its purpose-it was to be-

an exploration of general economic processes which involve prices, price relation-

ships, costs, and price policies * * * public and private [that] can contribute

to * * * mIaxilmum employment, production, and purchasing power.

The depth and breadth of this definition are in refreshing contrast

to some of the oversimplified and overmechanistic concepts of the

employment problem that are still current.

THE ACT'S STATED OBJECTIVES

This opening panel raises the question whether or how the stabiliza-

tion of prices was included in, or related to, the objectives stated in

the Employm ent-Act. Superficial evidence of such a relationship or

inclusion is lacking. Nowhere in the act can the expression "price

stabilization" or "price level" or even the word "price" be found.

This is probably to be explained by the fact that Public Law 304 of

the 79th Congress was simply a revised version of the Murray full-

employment bill of 1945. Its specific objective was still stated in terms

of jobs-"useful employment opportunities for those able, willing, and

seeking to work." There were, however, three other parts of the dec-

laration of policy (sec. 2) that demand attention.
(a) The original full-employnient objective was expanded to set

"maximum purchasing power" alongside "maximum employment and

production." Obviously, purchasing power is a price-oriented con-

cept. (b) The declaration of policy also stated that the employment

and purchasing-power objective was to be pursued "in a manner cal-

culated to foster and promote free- competitive enterprise." Free-

enterprise competition takes place in the market, and its outcome is

price. IT-ere, again, price objectives are clearly embraced in the man-

date of the act even though the words "price" or "price level" are not

used. (c) Section 2 of the act further declares that the Federal Gov-

ernment's objective of "maximum employment, production, and pur-

chasing power" is to be pursued "with the assistance and cooperation

of industry, agriculture, labor, and State and local governments." I

would suggest that this stipulation of assistance from and cooperation

with industrial management, labor leadership, and agricultural organi-
13
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zations has little meaning if it does not relate in the most positive-and comprehensive manner to prices, wages, and the market processgenerally.
A trend toward greater emphasis on stability as an objective ofthe Employment Act, due to fear of inflationary boom leading todeflationary recession, led to an attempt near the close of the lastsession of the Congress to write a specific price-stabilization objectiveinto the act. The Bush amendment declared that the previouslystated objectives of maximum employment, production, and purchas-ing power "must be attained, if they are to be meaningful, in an econ-omy in which the cost of living is relatively stable. To this end,the agencies and instrumentalities of the Federal Government mustutilize all practicable and available means to combat inflationarypressures as they develop within the economy." In the followingsection, the President was instructed to include in his Economic Re-port "current and foreseeable trends in the price level prevailingin the economy and the steps, if any, which have been taken to stabilizethe cost of living and to combat inflationary pressures existing withinthe economy." Finally, the amendment expanded the description ofqualifications for membership on the Council of Economic Advisers.They were to be persons competent "to formulate and recommendnational economic policy to promote employment, production, andpurchasing power under free competitive enterprise and [the newlanguage] in an economy of relatively stable prices."

This proposed amendment died in committee, so the question stillstands how the objectives as stated in the original act are being orshould be interpreted.

INTERPRETATION OF TME STATED OBJECTIVES

To understand the part that prices play in the interpretation andapplication of the Employment Act, it is necessary to note a broadanalytical difference among those who try to interpret usefully theobjectives of the Employment Act or, more basically, the economicphilosophies and experimentation of which it is a particular legislativeexpression. This divergence is one between rival but not mutuallyexclusive values held by economists and laymen. One group vig-orously proclaims itself the exponent of "high-pressure economics"and ever-full (or over-full) employment (more jobs than applicants),with "pressure" to keep it so exerted through positive governmentalpolicy and action, fiscal and monetary. Over against this interpre-tation of the objectives of the Employment Act are the sober but byno means complacent economists, like myself, who would not care tohave the disparaging label "low-pressure economists" pinned on thembut might call themselves exponents of safe-pressure stabilization withvigorous growth. We place primary emphasis on such fullness ofemployment as can stand on its own bottom and, thus, reflect internalstability in the market (where government has now become a majorsupply-and-demand factor), and believe there is such a thing asinflationary overemployment, a condition in which production is at adestabilizing maximum of inventory surplus, excess plant building,and wage-price "leapfrogging."
To take this position is not to espouse the heresy of "general over-production" but to stress the fact that misallocation of resources de-
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rives from faulty price, wage, and profit adjustments. As such, it
is to be attacked through specific market institutions, practices, and
policies, not through the blanket devices of interest rates and tax
levels, and only in emergencies through the processes of Federal spend-
ing. The "high-pressure" group stresses growth-though they are
not unmindful that market instability might retard growth. Safe-
pressure economists stress the functional balance of prices and incomes
as the surest means to sustained growth in jobs, in production, and
in real consumer purchasing power. Advance would be at as fast
a rate as can be sustained within a competently administered market
and fiscal process.

Now this divergence in interpretation of the policy and responsi-
bility of the Federal Government very evidently hinges on price
issues. I have suggested above that a mandate for the price-income-
adjustment line of attack on the employment problem is clearly evident
at three points in the Employment Acts' declaration of policy. Nor
have these phases of the objectives statement been ignored in the 13
Economic Reports of the President which have thus far been sub-
mitted, nor in the studies of this committee. In President Truman's
first report (January 1947), we read:

The Congress, by setting maximum purchasing power as an objective of
national policy in the Employment Act, pointed to the importance of purchasing
power in keeping our economy fully employed and fully productive. * * * The
rise in prices that occurred in the latter half of 1946 greatly reduced the
purchasing power of the current incomes received by the large majority of
people. * ° * How to effect a mutual adjustment of income and prices which
will provide purchasing power adequate to sustain maximum production in the
years ahead thus becomes a central problem for private enterprise and Govern-
ment (pp. 1, 2). [Italics added.]

In this report I do not anywhere find the word inflation, though the
first of several propositions in the closing summary began:

Chief among the unfavorable factors is the marked decline in real purchasing
power of consumers, resulting from the large price increases in the second half
of last year (p. 19).

Six months later, the midyear report stated:
Price and income adjustments stand foremost in need of attention. * * * There

is need to hold the price line in the face of recent developments which revive
some fear of another upswing of inflation (p. 2).

In January 1948 we read:
A year ago I warned against the danger of advancing prices, which would

undermine our structure of national prosperity. I strongly urged businessmen
to bring prices into line with the requirements of a stabilized economy. I called
upon workers to limit their demands for wage increases to those situations where
wages were substandard or where wage increases would not necessitate higher
prices. * * * The first objective for 1948 must be to halt the inflationary trend
(pp. 3, 5).

The midyear Economic Report (July 1948) clearly linked price
objectives to the mandate of the Employment Act, saying:

The policy proclaimed in the Employment Act requires us to devise and adopt
positive measures to stop this inflation and secure relative stabilization. * * * I
realize that the anti-inflation program I have offered will impede sonie business
plans, will curb some profit opportunities, and may limit some wage advances.
It is of the very essence of a plan to counteract inflation that this be done. All
groups will ultimately benefit when it is done (p. 2).

15
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In January 1949 it was noted that the general rise in prices hadreached a crest in August 1948, but the Economic Report stressed the
point that a-
rising spiral [had] created more and more maladjustments among prices, wages,and other incomes * * * brought higher but uneasy profits to business firms,squeezed the family budget of workers, who In turn sought to press wages upwardas the cost of living advanced (pp. i, ii, 4).

With a slight recession in 1949, the Economic Report of 1950 key-noted disinflationary price adjustments in recent months, and, withpremature complacency, suggested that this created "the relativestability on which firm business and consumer plans can be based."
* * * The relatively safe passage from inflation to greater stability was no,accident. Businessmen, workers, and farmers demonstrated much greater judg-ment and restraint than in earlier similar periods. * * * The effective team-work between free enterprise and Government confounded the enemies of free--dom who waited eagerly, during 1949, for the collapse of the American,economy. * * * If we are to continue our economic growth, the major economicgroups must all pull together-businessmen, wage earners, and farmers must-work toward the same ends. Government, in turn, must carry out the aspira-tions of the whole people. * * * To promote an environment in which business--men, labor, and farmers can act most effectively to achieve steady economiegrowth is a major task of the Government. * * * It must keep open the channels.of competition, promote free collective bargaining, and encourage expanded op-portunities for private initiative. The Council at midyear 1949 did not recom-mend increases in public spending for the pu:pose of stimulating the economy,and our confidence in its internal recuperative forces has thus far proved justi-

fied (pp. 1, 6, 7, 103).
As the Korean war renewed inflationary pressure, the Presidentstressed the need for "increased production of the right kind ofgoods" and "some sacrifice of domestic consumption." His midyear(1950) Economic Report urged prompt imposition of war taxes, but

stressed large dependence-
upon business polices * * * fostering production along those lines which are most-needed under changing circumstances. It depends upon price and income prac-tices which maintain a balance between full output and buying power, so as to,avoid either inflation or deflation. * * * Labor should continue and enlarge its.contribution toward increasing productivity. Wage demands of a characterwhich might lead to another inflationary spiral should be avoided (pp. 12-13).-

Stress on price and income aspects of the employment and produc-tion problem and of the importance of private business policies andmarket processes continued throughout the Truman administration.
In the midyear 1952 Economic Report the President observed:

Although the longtime rise in prices since before the start of World War IIhas not prevented the great economic progress which has been made since then,we would now be even better off if the price level had been even betterheld. * * * A further inflation of the price level or diminution in the valueof the dollar can and should be avoided (p. 11).
He cited the recent steel strike to highlight the heavy impact of wage-price relations in a basic industry on national stability and growth.
He urged that the Congress enact-
new legislation which would permit the Government to maintain essential pro-duction, to be fair to both sides in the dispute, and to retain the maximum de-gree of free collective bargaining (p. 14).
This, however, was to be emergency, not permanent, legislation. Asto the controls of materials, prices, wages, and credits invoked to meetthe Korean war pressure, the administration tended to rely on the
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continuance of such procedures rather than to explore institutional
changes that might curtail rather than contribute to the built-in in-
flationary bias of a full employment economy and would permit early
removal of controls.

The final Economic Report of the Truman administration (January
14,1953) has deservedly been much praised for its stimulating ahialysis
of the economics of full employment. In this analysis it gave ex-
tended attention to prices processes and price policies. In an out-
standing paragraph it said:

Private enterprise, under our free system, bears the major responsibility for.
full employment. This report has already set forth the basic features of that
responsibility, and how Its exercise is contributing to the well-being of the
American people. The role of responsible Government, while vital, is in a sense,
supplemental (p. 18).

In amplification of this theme, the report reasoned:

Expansion cannot continue smoothly unless it is based on a sound and fair-
distribution of the increasing product. Our economy is built upon mass markets.
Unless each important sector receives a workable share of the expanding output,
the expansion will come to an end because the market demand will be lacking.
Growing capacity to produce requires growing ability to buy. * * * If business.
and labor plan their price and wage policies to encourage the balanced expansion
of production and consumption, of jobs and markets, then our economic growth,
can be steady. * * * We must learn more about the value of individual and
group self-restraints, about the general economy and its interrelationships, and
about the private price and wage policies which may contribute most to a stable.
and growing economy (pp. 16, 17, 20).

Turning now to the present administration, the five Economic Re-
ports which it has submitted have consistently sounded the theme of
"reasonably full employment with a reasonably stable price level."

Our economic goal-

said President Eisenhower in his letter of transmittal of his first Eco,
nomic Report-

is an increasing national income, shared equitably among those who contribute
to its growth, and achieved in dollars of stable buying power. * * * Government-
must use its vast power to help maintain employment and purchasing- power, as.
well as to maintain reasonably stable prices (pp. iii, iv).

More specific attention was paid to the objective of free competitive
enterprise.
The, role of competitive markets is as basic to the proper functioning of our
economic order as the secret ballot is to our political democracy. Government
has vital responsibility in this area, immensely complicated by large aggregations
of capital under single management and large organizations of labor.. Govein-
ment must, nevertheless, remain alert to the danger of monopoly, and it must
continue to challenge through the antitrust laws any outcropping of mpnopoly
power. It must practice vigilance constantly to preserve and strengthen com-
petition (p. 5).

Competition, however, was stressed primarily as a means of promot-
ing enterprise, improving the allocation of resources, and accelerating
growth, rather than as a means of regulating prices or preventing
inflation.

The 1955 Economic Report repeated the belief that "Government
should persist in its efforts to maintain easy entry into trade and in-
dustry, to check monopoly, and to preserve a competitive environfr
ment" (p. v.), but there was no spotting of places wnlere monopolistic
tendencies were apparent in the economy. There was a recoinmenda-
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tion to "strengthen the deterrent to violation of the Sherman Anti-trust Act by raising substantially the maximum fine that may be im-posed under the act" (p. 50).
The 1956 Economic Report again paid its respects to the generalprinciple of competitive enterprise, which the Government shouldstrengthen "through monetary, fiscal, and housekeeping policies topromote high and rising levels of economic activity; by helpingsmall- and medium-sized businesses overcome impediments to theirexpansion; and by vigorous measures for preventing monopolisticpractices and combination" (p. v.). In elaborating this last point,the report pointed to the work of the National Committee To Studythe Antitrust Laws and the "vigorous enforcing of those laws" by theDepartment of Justice and the Federal Trade Commission. ThePresident made six recommendations for strengthening the antitrustlaws governing industrial, commercial, and banking corporations, butmade no reference to price policies within the law or to the possibleimpairment of free competitive enterprise through present institu-tions or practices of wage making.
The 1957 Economic Report was about equally reticent. Its re-view of economic developments during the preceding year referredbriefly to "the advance in industrial prices * * * especially aftersteel prices were raised following the strike settlement * * * thecombination of heavy demands from the investment-goods sector ofthe economy, rising labor costs, and renewed advances in prices ofmany raw materials resulted in price increases for a broad range ofsemimanufactured materials, components, and supplies. And theseprice increases became cost increases to producers of finished goods,many of whom were also experiencing rising labor costs. * * *Wage and salary rates advanced during the year * * * averagehourly earnings of production workers in manufacturing and build-ing construction rose 6 percent and in retail trade 4 percent. Whilethe increases in wage and salary rates were only slightly greaterthan those in 1955, the improvement in productivity appears to havebeen substantially less. * * * Total corporate profits before taxesfell from an annual rate of $45 billion the second half of 1955 to * * *$4.1 billion in the third quarter of 1956 (partly because of the steelstrike)" (pp. 32-34).
In his letter of transmittal, the President said:

Government must strive to strengthen competitive markets and to facilitatethe adjustments necessary in a dynamic economy. Even more exacting are theresponsibilities of individuals and economic groups. Business managementsshould formulate and carry out their plans so as to contribute to steady eco-nomic growth. They must also recognize the broad public interest in the pricesset on their products and services. Both management and labor should removerestrictions on the operation of competitive markets * * * and reach agree-ments on wages and other labor benefits that are consistent with labor-pro-ductivity prospects and with the maintenance of a stable dollar" (pp. iii-iv).
There was a repetition of recommendations for further legislationto strengthen the antitrust laws but no specific comment on wage-making institutions or practices.
Finally, the Economic Report submitted just a few weeks ago"acknowledges that there is an unfavorable feature in recent economicdevelopments. * * * Four-fifths of the increase in gross nationalproduct in 1957 was accounted for by rising prices. There are criti-
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cal questions here for business and labor, as well as Goverminent.
Business managements must recognize that price increases that are
unwarranted by costs, or that attempt to recapture investment outlays
too quickly, not only lower the buying power of the dollar, but also
may be self-defeating by causing a restriction of markets, lower out-
put, and a narrowing of the return on capital investment. The lead-
ership of labor must recognize that wage increases that go beyond
overall, productivity gains are inconsistent with stable prices, and that
the resumption of economic growth can be slowed by wage increases
that involve either higher prices or a further narrowing of the margin
between prices and costs. Government, for its part, must use its
powers to keep our economy stable and to encourage sound economic
growth with reasonably stable prices" (p. v).

There is in this report the familiar pledge of allegiance to the dual
objectives of the Employment Act: Economic policy must "strive to
limit fluctuations in the rate of overall economic growth to a rela-
tively narrow range around a rising trend" (p. 3). This is followed
by an impeccable section on "Free Competitive Enterprise." Here
is the emphasis made familiar in previous Economic Reports on the
efficacy of free enterprise in guiding the allocation of productive re-
sources, but nothing about competitive adjustment of price and in-
come structures in a day of giant corporations and unions. The
report rightly says that "the authors of the Employment Act made
it explicit that Government * * * should foster and promote free
competitive enterprise." But does this not mean that the Congress
should shape business institutions so as positively to induce price
competition or minimize monopolistic price controls? History sug-
gests that more is needed than the mere official pronouncement that
'policies and practices of individuals and private groups must [sic]

contribute to, not hinder, the achievment of economic growth with
reasonably stable prices."

EFFECTUATING THE OBJECTIVE OF FREE COMPETITIVE ENTERPRISE

From examination of the language of the Employment Act (in
the perspective of its legislative iistory) and review of its adminis-
tration (in the context of contemporary economic thinking), I am led
to five conclusions:

1. Both the framers of the act and those who have sought to for-
ward its broad purpose of sustained high-level use of the Nation's
productive resources have been quite aware that they must deal with
a complex, interrelated process of prices and incomes.

2. There has been general recognition that there are three avenues
of constructive approach to the maximum production problem: Fiscal
policy, monetary policy, and market (or private price income) policy.
Because of preoccupation with the current economic fad of aggregate
demand as the antecedent rather than the concomitant of maximum
production, there has been undue faith placed in monetary and fiscal
policy as the means of attaining the ends of national growth and
stability.

3. There is progressive disenchantment with monetary policy as a
major means of achieving the objective of the Employment Act, both
because of inherent limitations and political back-seat driving. Fis-

23734-58-D
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cal policy is still recognized as a powerful agency of growth and
stability, but one subject to similar political hazards in application.
It is a basic limitation of both these types of control that they are
aimed at aggregates, or the statistical artifact of a price level, rather
than specific functional price and income relationships. They may
aggravate rather than correct the specific and local situations where
increased costs, disbursed incomes, and price realizations attain or fail
to attain so good a balance as to clear the market at full capacity
operation. To the extent that such balance is not attained (or ap-
proximated), the compensatory or offsetting task thrown on public
action (fiscal and monetary) is increased-with resultant failure or
desperate resort to authoritarian controls.

4. In lieu of such a drift toward Government control ("creeping
socialism" or whatever) we have the alternative deeply rooted in our
traditions-"free competitive enterprises." This has two aspects.
One is the "economic statesmanship" of corporation pricemaking exec-
utives, and a like concern for the welfare of the economy on the part
of wage-negotiating officials of large and strategically placed labor
unions. Appeals to this important source of business efficiency and
economic stability are consistently emphasized through the Economic
Reports of the President from 1947 to 1958. I believe that such ap-
peals are not fatuous. With growing economic sophistication and
clearer sense of their responsibility on the part of executives of large
industrial, commercial, and labor aggregations, we may hope to move
closer toward the self-sustained balance which both President Tru-
man and President Eisenhower have repeatedly stated should be the
contribution of private business. They have, I believe, been soundly
advised in taking this position.

5. The greatest service this committee and the Congress can render
at this juncture is to clarify the meaning of free competitive enter-
prise in this day of corporation and labor union giants. With the
degree of concentration of economic power that has grown up at these
centers and the institutional structures they now have it is quite pos-
sible for the free competitive enterprise of their leaders to work
against rather than for the stabilizing of the economy in a strong
growth trend. We need to reestablish conditions of price competi-
tion instead of power competition. A full employment economy needs
flexibility of its price and income structure to displace the built-in
rigidities and ever-widening institution of "escalation," whether of
farm-price supports, union contracts, cost-plus procurement, variable
annuity insurance, Government pay scales, and even proposed fixed-
income bonds.

Ten years ago the Economic Report of the President said:
The policy proclaimed in the Employment Act requires us to devise and adopt

positive measures to stop this inflation and secure relative stabilization.
That responsibility has not been diligently carried out in the inter-
vening years. Instead, we have followed the easier but dangerous
course of accepting what in 1951 I called "inflation as a way of life."
The present administration, as noted above, has instituted two in-
quiries into the field of monopoly, and at least three committees of the
Congress have been conducting hearings on various phases of the
matter. But there has been no comprehensive attempt to relate these
specific inquiries to the central purpose of the Employment Act. They
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have been lacking in comprehensiveness also in that none has faced
forthrightly the inseparability of price, wage, and profit structures
in a free-market economy. In my opening testimony before the
Kefauver Subcommittee on Antitrust and Monopoly, I was moved to
suggest that "the processes of pricemaking and of wage making are
so intertwined in the modern industrial world that neither can be
effectively analyzed in isolation from the other. I believe also that
the phenomenon known as monopolistic competition or as adminis-
tered pricing manifests itself in essentially similar ways and with
essentially similar consequences in the two cases."

There are places in the program of the present hearings at which it
would seem that the pricing of labor and its relation to full employ-
ment would naturally enter the discussion, but the word "wages" is
nowhere used. I anticipate that this gap will in some measure be
filled by several of the contributors to the compendium and that ther
panel discussions as they unfold will not only broaden and deepen our
understanding of the nature of free competitive enterprise as an objec-
tive of the Employment Act in an age of large-scale technology but
will also point to specific measures for buttressing the old faith and
giving it modern implementation.



PRICE-LEVEL STABILITY AND EMPLOYMENT ACT
OBJECTIVES

Joseph Aschheiin, The Johns Hopkins University

INTRODUCTION

The postwar period has been marked by a curious asymmetry be-
tween widespread economic opinion on the one hand, and official
economic policy objectives on the other. Few issues have attracted
wider or more recurrent attention over the last dozen years than the
problem of full employment versus price-level stability. Yet our
basic guide to national economic policy, i. e., the United States Em-
ployment Act of 1946, has remained devoid of any reference to price-
level stability or to some other desired price-level behavior.

One does not have to look far afield for reasons underlying this
chasm between public discussion and congressional legislation. The
Employment Act came into existence at a time when recollections of
the severest depression in the history of the American economy were
all too vivid. No less important, the Employment Act was born un-
der the bad omen of the famous, by now infamous, forecasts of sub-
stantial unemployment to follow the war. Thus the act bears the
unmistakable imprint of the predominant economic views in the con-
text of which it was formulated. The Joint Economic Committee's
repeated concern with the relationship of prices to economic stability
and growth is but another illustration of the extent to which actual
developments over the last 12 years have belied the gloomy expecta-
tions reflected in the Employment Act.

Under certain conditions, the continued exclusion of a price-stability
objective from the Employment Act could be quite appropriate.
These conditions include (a) the presence of empirical evidence point-
ing to a serious conflict between price-level stability and present Em-
ployment Act objectives, and (b) the existence of a cogent basis for
the claim that it would be more desirable to forego price-level stabil-
ity than drastically to compromise present Employment Act objec-
tives. Accordingly, we shall first consider the extent of likely conflict
between price-level stability and the goals of "maximum employment,
production, and purchasing power." In the light of this discussion,
we shall subsequently appraise the desirability of adding to the Em-
ployment Act the objective of price-level stability.

ARE FULL EMPLOYMENT AND PRICE-LEVEL STABILITY COMPATIBLE?

There are two facets to the question of the extent of conflict be-
tween price-level stability and maximum or full employment in the
contemporary American economy: (1) The volume of unemployment
which would be required for price-level stability; and (2) the degree
of inflationary pressure which a state of maximum or full employment
will produce. Let us take up these two subjects in turn.
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A. Volume of wnumploymg ent
The postwar notion of a Hobson's choice between price-level sta-

bility and full employment is no more an accident than the fact that
the Employment Act itself reflects no trace of this notion. With
the money wage level rising faster than output per man-hour, with
the rapidity of adaptation of product prices to higher costs, with the
growing importance of wage leadership in the industrial sector of
the economy., and with the trade-union movement comprising approxi-
mately oife-fourth of the civilian labor force, it is hardly surprising
to encounter the view that the market structure of the American
economy may involve substantial unemployment as a prerequisite for
price-level stability. Thus, only a few years separate the pessimistic
forecasts of mass unemployment in the immediate postwar period
from the almost equally disturbing predictions that future price-level
stability would require from 10 to 15 percent of the civilian labor
force l to be unemployed. Have the latter estimates proven to be
more accurate than the former? Does postwar experience to date
bear out the expectation that price-level stability will necessitate heavy
unemployment?

While the postwar economy has thus far been spared the test of
10 to 15 percent unemployed, we do not entirely lack other relevant
evidence as to whether such mass unemployment is prerequisite for
price-level stability. The experience of the first two postwar reces-
sions, as indicated by the data in -table I, is quite suggestive.

During 1949 unemployment averaged 5.5 percent of the civilian
labor force. Between December 1948 and December 1949, average
hourly earnings of production workers in manufacturing industries
rose by 0.6 percent when taken inclusive of overtime or by- 0.7 percent
when taken exclusive of overtime. Between the same 2 dates, the
Consumer Price Index declined by 1.9 percent 2 and the wholesale price
index fell by 5.0 percent. Manifestly, however one may characterize
the behavior of money wage rates during that period, they did not
prevent the price level from falling.

TABLE I.-Price and wage levels for selected months and years

Average hourly earnings of
production workers In

Consumer Wholesale manufacturing industries
December of year- price index price Index

(1947-49=100) (1947-49=100)
Gross Excluding

overtime

1948 -103.0 104.4 $1.400 $1.358
1949 -101.0 99.2 1.408 1.368
1953 -114.9 110.1 1.80 1.74
1954 -114.3 109.5 1.83 1.77

Source: for consumer price index: Survey of Current Business, April 1953, p. 23, and Economic Indicators,
March 1955, p. 3: for wholesale price index: Survey of Current Business, March 1952, p. 22, and Economic
Indicators, March 1951 pi 4- for hourly earnings: Monthly Labor Review, February 1910, p. 234, loc. cit.,
February 1951, p. 241, impfoyment and Earnings, May 1954, p. 38, and loc. cit., May 1955, p. 38.

Turning to the second postwar recession, during 1954 unemploy-
ment averaged 5.0 percent of the civilian labor force. Between

XCf. A. P. Lerner, Economics of Employment (New York: McGraw-Hill, 1951), p p. 193-
194; and A. G. Hart, Money, Debt, and Economic Activity, 2d edition (New York: Prentice-
Hall, 1953), pp. 247-248.

2 It Is noteworthy that not only the food component of the Consumer Price Index declined
but also the apparel and the house furnishings components.
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December 1953 and December 1954, average hourly earnings of pro-
duction workers in manufacturing industries, whether taken inclusive
or exclusive of overtime, rose by 1.7 percent. Between the same two
dates both the consumer price index and the wholesale price index
declined by 0.5 percents Here, too, however one may depict it, the
behavior of money wage rates did not prevent a decline in the price
level.

It seems reasonable to conclude that the minimal volume of unem-
ployment necessary for price level stability is much closer to 5 percent
of the civilian labor force than to 10 percent, let alone anything
higher. In any event, there exists no empirical basis to date for the
contention that unemployment of massive proportions is a prerequi-
site for price level stability in the postwar market structure of the
American economy. This contention is an outcome of the failure
to distinguish between a state of high-level employment amid an ex-
cess of aggregate monetary demand such as characterized the years
1945-48, and a state of high-level employment in the absence of an
excess of demand. Since the demand for productive factors derives
from the demand for output, an excess of aggregate monetary demand
is likely to imply an excess of demand for labor. And, indeed, an
excess of demand for labor was imminent in the general inflationary
conditions of 1945-48. To infer from the behavior of prices and
money wages in that context of inflationary demand to a future state
of high-level employment in the absence of an excess of aggregate
monetary demand was a procedure bound to lead to serious exag-
gerations. For under general inflationary-demand conditions, there
would be grounds for expecting the money wage level to rise in excess
of the average increase in output even in largely unorganized labor
markets; the substantial increase in money wage rates immediately
following World War I is a case in point. Thus to expect labor
organizations to restrict their demands for higher money wage rates
to the average increase in output per manhour when the pursuit
of such a course would imply constant or even reduced real wage
rates is to engage in economic fantasies. Amid inflationary demand
conditions, the bargaining power of wage earners is at its maximum.
In such a context, employers have both the incentive and the ability
to translate higher labor costs into higher product prices. In conse-
quence, no exhortations to either labor or management or both to mod-
erate their wage-price policies will stem the tide of inflation in the
face of a general excess of aggregate monetary demand. At best,
such exhortations are tantamount to locking the barn door after the
horse has been stolen; at worst, they deflect from the obligation of
government to avert or counteract inflationary demand conditions
by means of monetary-fiscal policy.

B. Extent of inflation
We may now turn to the second facet of the problem of price-

level stability versus full employment, viz, the degree of inflationary
pressure likely to occur under full employment conditions. Obviously,
the prediction that the inflationary outcome implicit in a full employ-
ment economy may go so far as to disrupt capitalism 4 must involve a

3 Again, there was a decline not only in the food component of the consumer price index
but also In the apparel, the transportation, the reading and recreation, and the other goods
and services components.

I Cf. C. E. Lindblom, Union and Capitalism (New Haven: Yale University Press, 1949),
p. 139.
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high estimate of the inflationary bias envisioned. Is such an ominous
estimate corroborated by the postwar record?

The answer to this question depends not only upon a scrutiny of
empirical data but also upon the meaning attributed to the concept
of full employment. We shall briefly consider only three out of a
spate of possible interpretations of "full employment."

First, let us take up the well-known definition provided by Lord
Beveridge that full employment is "having always more vacant jobs
than unemployed men." Clearly, this definition connotes an excess
of demand for labor. And since the demand for labor is derived from
the demand for output, the Beveridge definition implies an excess of
aggregate 'monetary demand. Now, as previously noted, we have no
reason to doubt that inflationary demand conditions will involve a
rise of the money-wage level in excess of the average increase in prow
ductivity. Thus, if full employment is taken to mean an excess of
demand for labor, full employment and price-level stability are by
definition incompatible. And the degre of upward bias in the price
level that is implied by such a definition of full employment will vary
with the magnitude of the inflationary pressures extant. For ex-
ample, under the immediate postwar conditions of pent-up demand
and excess liquidity, the 1947 monthly average of the Consumers
Price Index rose by 14.5 percent above the monthly average for the
previous year. In contrast, amid the much milder inflationary de-
mand conditions of more recent years, the 1956 monthly average of the
Consumer Price Index was 1.5 percent above the preceding year's
level.
* Strict adherence to the Beveridge definition of full employment is

coterminous with the doctrine of "full employment at any price" or
more accurately, with "full employment at any price level." The
proponents of direct controls will be quick to suggest that this is not
necessarily so; with wage and price controls, they will aver, full em-
ployment and price-level stability could be rendered compatible. We
cannot digress here to discuss the dubious character of this assertion.
Suffice it to note that the Beveridge definition of full employment
implies a chronic state of open or repressed inflation.

Next we may turn to the definition according to which full employ-
ment is the maximum level of employment consistent with price-level
stability. In this instance, the constraint of a stable price level is
built into the definition of full employment; full employment and
price-level stability are by definition mutually consistent.

The finding that the volume of unemployment necessary for price-
level stability is of the order of 5 percent of the civilian labor force
may suggest to some that the foregoing definition of full employment
is socially acceptable. On the other hand, it should not be over-
looked that 1949 and 1954 were years of recession, as reflected by the
data in table II. Measured in current dollars, 1949 gross national
product remained at the level of 1948, and 1954 gross national product
was 0.7 percent below the level of 1953; measured in constant dollars
the decline for 1949 was 1.0 percent, and for 1954, 1.5 percent. We
shall presently revert to the significance of these declines.
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TABLE II.-GI-088 national product and private domestic investment for selected

Vear8

Gross no- Gross pri- Capital con- Net private
Gross no- tional prod- vate domes- sumption domestic

Year tional prod- uct (billions tic invest- allowances investment
uct (millions of 1947 dol- ment (mil- (millions of (millions of

of dollars) lars) lions of dollars) dollars)
dollars)

1948 -........ 257, 325 243.9 41, 176 C, 494 24,682

199 -257, 301 241.5 32,54 18, 431 14, 118

1953 --------------- 3,3,218 305.3 50,325 26,486 23,839

1954 -360,654 300.8 48,032 28, 760 19,272

Source: Survey of Current Business, July 1956, pp. 10-13, 24-25.

Finally, full employment may be defined as the highest possible

level of employment without an excess of aggregate monetary demand.

In principle, adherence to this definition would be consistent with

averting or counteracting inflationary pressures from the demand side

whilst acquiescing in inflationary pressures from the cost side. In

practice, this definition would be favored by those who would tolerate

a gradually rising price level on the assumption that the upward

movement can be kept gradual indefinitely.
Thus our brief survey of some possible interpretations of full em-

ployment indicates that even a rough estimate of the extent of infla-

tionary bias inherent in a condition of full employment will partly

depend on what this condition is taken to mean. At the same time

it must be noted that the difference in the employment levels implied

by the various definitions is, in reality, likely to be relatively small.

We must, in any case, expect seasonal unemployment plus "turnover"

unemployment (persons moving, for whatever reason, from one job to

another) to amount to at least 2.5 percent in the peacetime American

economy. Consequently, even the Beveridge definition of full em-

ployment encompasses a 2.5-percent unemployment margin. At the

other end, the definition of full employment which incorporates the

price-stability constraint does not appear likely to entail considerably

more than a 5-percent unemployment margin. Even the latter figure

could hardly be viewed as awesome by past historical standards. Yet,

it does imply some sacrifice of gross national product, and, more im-

portant, a relatively larger sacrifice of private investment. The

slight decline in gross national product during the 1949 and 1954 re-

cessions has already been mentioned. Much more pronounced was the

drop in net private domestic investment (as shown in table II): in

1949 it was a decline of 42.8 percent from the 1948 level, and in 1954

it was a decrease of 19.2 percent from the 1953 level.
Private investment is crucial to the expansion of the American

economy's productive capacity. In an international context in which

we should hardly want to compromise our economy's growth potential,

acceptance of a 5-percent unemployment margin for the sake of price-

level stability is, to say the least, a questionable approach. This is

not to suggest that it would be desirable to insert a maximum-tolerable-

unemployment figure into the Employment Act. The Employment

Act sets forth general targets rather than detailed commitments; it

conveys broad directions rather than specific limits. In implementa-

tion, at any rate, "maximum employment, production, and purchasing

power" have been interpreted as referring to a zone rather than to a
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level. And this is as it should be in an economy in which forecasting
tools are still imperfect and in which some flexibility in the use ofeconomic-policy instruments may be desired at all times. I am sug-gesting, however, that it would be an error to follow a path to price-
level stability that would also lead to chronic underutilization of theeconomy's potential for expansion and growth.

CAN WE AFFORD GOVERNMENT ACQUIESCENCE IN MILD INFLATION!

Where, then, are we left in the matter of price-level' stability as apossible additional objective to be'specified in the Employment Act?
Are we to conclude that a gradually rising price level must be ac-
cepted as a deleterious but inevitable byproduct of a state of high-
level employment and uninterrupted economic growth? Is there no
practicable alternative to creeping or galloping inflation in the Age
of Outer Space?
A. Some common observations

While high levels of production and employment have obtainedsince the end of World War II, the purchasing power of the con-
sumer's dollar has undergone a substantial decline. These concurrent
developments have given rise to the view that the Federal Government
is more reluctant to check inflation than to counteract the recession.Admittedly, the possible imminence of a recession evokes calls forgovernmental action from all sides. By contrast, the prospect of arise in prices is a much less potent factor of organized demands foroovernmental intervention. Application of restrictive monetary andfscal measures is likely to elicit vigorous opposition from variousgroups, whereas the pursuit of expansionary policies is agreeable tomost. In general, precipitating a recession appears a more hazardous
course than erring on the side of inflation. Furthermore, the exist-ence of a large and widely distributed national debt and the necessityof recurrent refunding operations induce the Treasury to favor lowinterest rates. And the Federal Reserve, even with the "accord," canhardly be oblivious to the implications of a significantly restrictive
monetary policy fo'r Government and private security markets. Theupshot is that the Federal Government is commonly regarded asinclined to acquiesce in an inflationary trend over the foreseeable
future just as it apparently has over the recent past.
B. Adequacy of Government services
' I submit that the conclusion that a gradually rising price level isthe Government's "easy way out" is basically defective. I do so notonly on the grounds that it may eventually prove impossible to pre-vent a gradual rise in the price level from becoming rapid or that apersistent erosion of the purchasing power of the consumer's dollarhas inequitable redistributive effects. Rather, I suggest that from

the viewpoint of government-National, State, and local-the mostadverse effect of a gradually rising price level is the concomitant
deterioration in the quality of Government services.

I In times of high-level employment-when the Government laborsunder severe budgetary constraints, under powerful pressures againstraising already high tax levels, and under pronounced unwillingness
among policymakers to add further to existing inflationary pres-sures-a gradually rising price level ceases to be "the easy way out"

28



29ECONOMIC STABILITY AND GROWTH

and becomes "the dangerous way out." Being unable to raise salaries
in competition with the private sector without substantial timelags,
Government agencies are, in effect, compelled to lower their standards
in hiring additional and replacement personnel. In like manner,
being unable to obtain increased appropriations for expansion of
essential physical facilities in the face of rising costs, Government
must of ttimes resort to elimination or curtailment of such expansion
programs, in this instance, too, at the expense of the quality of the
services being rendered. Thus, the stickiness of salary levels of
teachers, scientists, military personnel, Foreign Service personnel,
statisticians, accountants, and other Government employees, as-well as
the sluggishness in the upward adjustment of expenditures for school
construction, new hospitals, improved civil-defense facilities, addi-
tional public libraries, more adequate statistical information, and a
variety of other projects result in reduced quality and curtailed effi-

ciency of vitally important services which are wholly or partly the
responsibility of Government. In a period of acute international
challenge, no person or institution could have a greater stake in pre,
serving price-level stability than Government itself.

The time has come to remove the existing asymmetry between the
Employment Act and the increasing awareness of the hazards of in-
flation by incorporating into the act the additional objective of price-
level stability. This change will constitute explicit affirmation of the
Federal Government's heightened concern for the maintenance of
relatively stable price level amid the mounting needs for expansion of
Government activities in several directions.

C. Some possible objections
Various objections may be raised against the inclusion of a price-

stability goal in the Employment Act. First, it has been argued that
the objective of price-level stability is, in any case, implicit in the
present formulation of the act, which includes mention of "essential
considerations of national policy" and "general welfare." But this
argument is rather specious; consistent adherence to it would obviate
the need for mention of the already stated objectives of "maximum
employment, production, and purchasing power," since these may be
considered as no less implicit in "general welfare" than price-level
stability. Furthermore, to state an important implication explicitly
would contribute to the clarity of the act by removing reasons for
doubting whether the particular implication was intended or not.

Second, and with more justification, it may be contended that the
concept of price-level stability is too vague and, therefore, open to
interpretations too different to constitute a meaningful objective for
national economic policy. It is undeniable that different types of
price indexes exist and that their behavior is far from uniform. Thus,
the wholesale price index is more sensitive to changes in business con-
ditions than the consumer price index, whilst the latter is closer to an
average measure of the economy's final products. Moreover, there
are times of divergent movements of the two indexes. In addition, the
description "relative" or "reasonable" price-level stability would not
indicate the precise extent of upward or downward deviation of the
price level that is to be deemed tolerable. In response to the foregoing
points, it should be noted that a concept such as "maximum employ-
ment" is also subject to different interpretations and yet has not proven
to be a source of much confusion in policy formulation or execution.
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Indeed, explicit reference to a relatively stable price level would eluci-date the meaning of the act by specifying that the stated objectives ofmaximum employment, production and purchasing power" are notto be interpreted as condoning a chronic inflation.
Third, it may be held that the Federal Government should not as-sume responsibility for reasonable price-level stability when its abilityto achieve this objective may depend on the activities of private groupsbeyond its direct control in a free-enterprise system. This view isbased on the assumption that while Government can control a demand-induced inflation, it lacks the capacity for coping with a cost-inducedinflation. However, this assumption is erroneous. An important pre-requisite for cost-induced inflation is a monetary policy which validatesupward price-level pressure from the cost side by permitting an ex-pansion of the reserve base of the economy's money supply. The ful-fillment of this prerequisite is not an act of God, but the expression ofdiscretionary decision making by the monetary authorities. It fol-lows that the occurrence of a cost-induced inflation cannot properlybe viewed as a development with respect to which Government iswithout influence in a free-enterprise economy.

Finally, it may be objected that inserting a price-stability goal intothe Employment Act would create a dilemma as to which of thegoals-maximum employment or price stability-is to be given pref-erence in case it should be impossible to achieve both at the same time.However, as we have pointed out, there is no basis in postwar experi-ence to date for'assuming the existence of a serious conflict betweenfull employment and price-level stability, unless full employment isdefined as coterminous with an excess of aggregate monetary demand.Furthermore, to set aside a desirable policy objective only because itsattainment, currently appears as a difficult challenge is a counsel ofdespair. The present absence of a price-stability goal from the Em-ployment Act is a gap attributable to the historical accident of erro-neous forecasting toward the end of World War II. Whether thisgap would be worth perpetuating under normal peacetime conditionsis a question which need not be settled here and now. Confronting usare not normal peacetime conditions, but the exigencies of intenseinternational competition in the scientific, technological, military, andeconomic fields. Meeting this competition is likely to require con-siderable increase in the extent and quality of Government services inthe years ahead. Under such circumstances, the addition of a price-stability objective to the Employment Act is both timely and im-perative.
CONCLUDING REMARKS

(1) We have examined' the extent of conflict between price-levelstability and present Employment Act objectives in the light of post-war evidence. We have found that price-level stability appears un-likely to require unemployment in excess of 5 percent of the civilianlabor force. While much more moderate than some other estimates,
a 5-percent unemployment margin is apt to entail a significant sacri-fice in terms of net private domestic investment.

(2) We have suggested that perhaps the most serious drawback ofchronic gradual inflation is a concomitant deterioration in the qualityof Government services. Amid the need for improvement and expan-
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sion of various governmental activities, future Government acqui-
escence in a slowly rising price level is undesirable.

(3) In view of the foregoing, we have recommended that the objec-
tive of a relatively stable price level be incorporated into the Em-
ployment Act. Failure to make this change in the act would be tan-
tamount to impicit admission that the Federal Government is pre--
pared to permit continual, if creeping, inflation.



HOW IMPORTANT IS PRICE STABILITY IN STABLE
ECONOMIC GROWTH?

G; L. Bach, Carnegie Institute of Technology

My task is to examine the impact of inflation on the functioning
of a private enterprise economy, and to consider the significance of
these findings for governmental policy aimed at promoting stable
economic growth. In particular, should the objective of maintaining
a roughly stable price level be specifically included in the Employ-
ment Act of 1946?

In the first major section below, I shall analyze the impact of
moderate (or "creeping") inflation on. an economy like ours, drawing
both on recent experience and on economic theory. Then I shall
consider specifically the question of how important the goal of price
level stabilization should be, on the basis of these findings, within
the broad framework of our attempt to maintain a pattern of stable
economic growth.

Briefly, my conclusions are these. The effects of moderate infla-
tion on a private enterprise economy, while much less disruptive and
alarming than often claimed, are appreciable and inequitable. More-
over, such inflation provides few, if any, of the stimulative benefits
often claimed for it. Persistent inflation in the United States (out-
side of war periods) will probably occur only as the result of com-
bined income pressures of major economic groups and resulting
expansive monetary-fiscal policy by the Government. The resulting
inflation would probably have appreciable disadvantages with few
advantages. It is, therefore, important for the Government to em-
phasize specifically that price level stability is one important goal
among the several specified by the Employment Act for economic
policy directed toward maintaining stable economic growth in a free
society-and to recognize the correlative role of monetary stability
in its policy behavior.

I

This section analyzes the effects of moderate inflation on a modern
private enterprise economy, like the United States. By inflation I
shall mean simply a rise in the commodity price level, or (what is the
same thing) a fall in the purchasing power of the monetary unit
over commodities.' This simple definition considers any rise in the
price index used as inflation; a little price rise is a little inflation,
and a big price rise is big inflation. It includes price rises when less
than full employment exists, because this may be part of the situation
we wish to consider. It does not look behind the inflation to see its

The Bureau of Labor Statistics Indexes of consumer prices or wholesale prices can be
used to measure changes in the price level, though in principle a broader based commodity
price index would be better.
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cause, though I shall argue later that some causes are much more
likely than others.

My analysis covers only relatively moderate ("creeping") inflation,
comparable to that experienced in the United States over the last
two decades. It specifically does not include massive runaway infla-
tions like those suffered in central Europe and Asia after World Wars
I and II.

The economic effects of inflation may be conveniently analyzed
here by asking what the effects of inflation are on (a) society's total
real output (real gross national product) ; (b) the distribution of
that real output among economic groups; and (c) the distribution
of ownership of society's wealth. My analysis, considering only
moderate inflation, suggests tentatively that:

1. There is little evidence that relatively mild inflation reduces the
current real output of society, though relatively sharp speculative
inflation probably does help induce an ensuing price collapse and
recession.

2. Neither is there much evidence that relatively mild inflation
significantly stimulates current real output, although strong total de-
mand (of which rising prices may be one side effect) helps to stimu-
late output, especially in periods of substantial underemployment.

3. There is no clear evidence that moderate inflation either increases
or decreases the rate of economic growth, although again strong total
demand may speed economic growth in an economy that would other-
wise be underemployed.

4. The impact of relatively mild inflation in redistributing current
income among major economic groups is apparently less than is often
claimed. To a considerable extent, major economic groups seem to
have adjusted their effective income claims upward at roughly com-
parable rates in the last two decades of inflation, although the share
of wages and salaries in the national income has increased substan-
tially. The income shares of "passive" economic groups who do not
sell directly in the market (retired people, employees of government
and eleemosynary institutions, and so on) apparently lost most.
Within the major economic groups, individuals and subgroups were
affected very diversely.

5. Inflation's effect in redistributing control over wealth is sub-
stantial over the past two decades. More than half a trillion dollars
of purchasing power of creditors was wiped out by inflation.

6. In transferring purchasing power from net creditors to net
debtors, inflation in the modern American economy transfers pur-
chasing power mainly from the "household" sector (which is a heavy
net creditor in spite of its substantial debts) to governments (which
are heavy net debtors). But governments are only intermediate
organizations. When they gain as debtors, part of this gain accrues
to taxpayers, but much of it (so far as the Federal Government is
concerned) is in effect dispersed throughout the economy to all
spenders, who gain at the expense of savers in government securities
and currency..

7. Nearly all major groups of households are net creditors, and
they therefore suffer on this account from inflation. Only very poor
families and young people just establishing households (25-34 age
group) are net debtors on balance. Conversely, older families and
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high income, wealthy families are heavy net creditors, especially sus-
ceptible to loss from inflation.

8. Businesses (corporate plus unincorporated) have seen their rela-
tive share of the national income decline slightly under moderate
inflation, on the basis of reported profits. In spite of corporations'
position as moderate net debtors on balance, rapidly rising wage and
other costs have offset, or more than offset, this factor. Moreover,
real equity of stockholders in corporations has grown less than re-
ported figures indicate; since depreciation and cost of goods sold are
generally underreported in inflation periods, reported profits are
larger than they would be if calculated on a replacement cost basis.

The evidence for these tentative conclusions is drawn primarily
from the experience of the American economy of the past two decades,
supplemented by experience abroad and in earlier periods. These his-

torical observations have been supplemented by economic theory, since
information on the past never provides a really satisfactory basis for
prediction of the future. We can never be sure in the complex interplay
of forces just what observed effects in the past were actually caused
by inflation; even though some changes occurred with or just following
inflation, we cannot know that other third forces were not the causes.
Moreover, even if we could identify cause and effect precisely in the
past, we can never be sure that the future will be like the past. The
following paragraphs indicate generally the kinds of evidence on
which the various conclusions rest.'

1. Does inflationreduce current real outputt?

During the past two decades of inflation in America, total real
output has risen persistently. This has also been generally true in
earlier periods here, and abroad. And there is little a priori reason
to suppose that moderate inflation reduces the size of current national
output.

The common belief that inflation disrupts the economy so as to
reduce total output traces back in America largely to the massive
hyperinflations of central Europe following World War I, when
currency became worthless and the diversion of energy from normal
productive work to speculation and rapid expending of funds became
a vast drag on the production of real goods and services. Even in
milder inflations, it is often argued that erratically rising prices
seriously disrupt economic planning and managerial decisionmaking
in particular. There is no convicincing evidence on the importance
of this effect in the American economy. Since the economy has grown
rapidly and relatively stably over the past two decades of intermit-
tent inflation, the disruptive effect on managerial decisionmaking can
hardly have been overwhelming.

The fact that total real output has increased about fourfold in

the past 20 years while prices doubled does not, of course, prove
that inflation has not exerted a downward pressure on total output
that was persistently overcome by other expansive forces. But the
facts of history do indicate that if this was the case, the output-de-
pressive effect of inflation was a relatively weak one.

2 A more complete analysis, underlying this summary Is presented in G. L. Bach, Infla-
tion: A Study in Economics, Ethics, and Politics (Brown University Press, 1958), espe-
cially ch. I. Some earlier data and conclusions, on which the present findings partially
rest, were presented to this conunittee, The Impact of Moderate Inflation on Incomes and
Assets of Economic Groups, in Federal Tax Policy for Economic Growth and, Stability
(Joint Economic Committee, S4th Cong., 1st sess.).

23754-58-4
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But a short-run depressive effect may result when sharp specula-
tion-based inflation contributes to an ensuing price collapse and re-
cession in employment and output. This can happen. The post-
World War I price inflation and collapse of 1920 is a clear case in
point. But even quite rapid persistent inflations have continued over
long periods without ensuing collapse and depression. This has, of
course, been true in the United States for the past two decades. It
has been true in Brazil, for example, which has had substantially con-
tinuous inflation averaging over 10 percent per annum for the past
two decades while total real output has grown persistently. In the
United Kingdom and most of western Europe, more or less continuous
inflation over the same period has been paralleled by a generally per-
sistent growth in real national output. It is clear that inflation does
not necessarily presage collapse and unemployment just around the
corner-certainly not around a very nearby corner-unless the infla-
tion reaches a rapid rate.
B. Does in/lation increase current real output?
* Moderately rising prices have generally been accompanied by ris-
ing total output. On the other hand, total output has also risen in
periods of stable prices-for example, the period of the 1920's in the
United States. Historical evidence alone, therefore, does not indi-
cate satisfactorily whether inflation increases current real output.

There is little doubt, on theoretical and empirical grounds, that
rising total demand (spending) exerts an expansive force on total
output, especially in periods of widespread unemployment of resources.
Rising prices may be a side effect of this situation. Thus it is difficult
to dissociate what is due to increased total demand and what to rising
prices per se. The main arguments that inflation increases current
output have been: (a) that inflation induces lagging income groups
to work harder and longer; (b) that by pushing up prices faster than
costs (especially wages), it increases profits and thereby stimulates
investment and output; (c) by stimulating buying and output now,
expectation of continued inflation puts a premium on early purchases;
and (d) by easing the transfer of resources from declining to expand-
ing industries, inflation helps increase total output. It is agreed that
inflation can increase current output greatly only when substantial
unemployment exists; only (a) is apt to be important in periods of
substantially full employment.

(a) Casual observation turns up numerous cases where inflation
has driven lagging income groups to work more and harder in order
to protect their real incomes-retired men driven back to part-time
work, wives of college professors working to supplement their hus-
bands' lagging salaries, schoolteachers driving taxis or working in
industry during summer vacations-but it is doubtful that this effect
is a major one in creeping-inflation. Two factors are critical: How
far behind prices do incomes lag, and how important are the lagging
income groups in the economy? Recent evidence suggests that in
America the major income groups have generally adjusted their in-
come claims upward roughly in proportion to rising prices so money
incomes have not lagged far behind prices for most groups. Moreover,
those with the most significantly lagging incomes-retired persons
and employees of governments and eleemosynary institutions-are
neither large in the total potential productive power of the economy
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nor in a position readily to increase greatly the total amount of work
in the national output. The labor force has shown no significant
tendency to grow during inflation as a percentage of the total popula-
tion of labor force age, except during the war period when factors
other than inflation primarily explain this change. And while the
proportion of women holding jobs has risen steadily over the past

quarter century, outside the war period there is no significant relation-
ship between the rate of increase and the rate of inflation On the other
hand, the recent increase in "moonlighting"-holding a second job-
may be partially a result of inflation.

(b) The main argument that inflation stimulates current output
has been that it increases profits as wages (and other costs) lag behind
rising prices, and this in turn induces more investment and output.
This wage lag has indeed apparently played a major role in many
past inflations. But, as the evidence presented below clearly indicates,
wages have not lagged behind prices in the American inflation of the

past two decades. During the demand-pull inflation spurts of 1946-
48 and 1950-51, profits temporarily rose faster than wages, but this
situation was reversed immediately thereafter. And in the 1955-58
surge of prices, the wage share grew markedly relative to profits.
Thus overall wage costs have risen somewhat more rapidly than
selling prices with the result that profits have been squeezed. Indeed,
wages throughout the western industrialized world seem to be in-

creasingly mobile upward, in many instances linked to rising prices
through built-in escalator clauses. Perhaps this situation will
change-and clearly a wage lag would be more likely in an under-
employed economy-but potent economic and political pressures sug-
gest that the wage lag is likely to be gone for a long time to come.

Some other costs may lag in inflation, even though wages do not.
Interest charges, rents, many salaries, and other costs are temporarily
fixed in dollar terms as selling prices of products rise. But these lags
can easily be overcome by only a modest wage lead. A special argu-
ment is advanced on the lag of interest costs, that this stimulates bor-
rowing for real investment because the borrowed funds can be paid
back in cheaper dollars. This sounds reasonable, but few corporate
officials report this as a major consideration in capital-goods planning.
* Inflation does lead to substantial overstatement of profits under pre-
vailing accounting practices, because depreciation and inventory re-
placement costs are understated, and this overstatement of profits may
induce businesses to invest and produce more than they otherwise
would. Partial estimates suggest that this understatement of replace-
ment costs may have approached one-third of corporate reported
profits during the decade of the 1940's.3 While most businessmen
surely recognize the phantom nature of part of their profits in infla-
tion, it may be that large accounting profits stimulate them to increase
output and investment spending beyond that which would be induced
by the "real" profit figures. If this force is important, it is surely
more so for investment than for total current output, however.

F See Ralph C. Jones. Price Level Changes and Financial Statements: Case Studies of
Four Companies, and Effects of Price Level Changes on Business Income, Capital, and
Taxes (American Accounting Association, 1955 and 1956, respectively).; and George Ter-
borgh, Corporate Profits In the Decade 1947-56 (Washington, Machinery and Allied Prod-
ucts Institute, 1957).
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(c) Expectation of continuing inflation may lead to increased cur-
rent real output, especially in an underemployment situation, by stimu-
lating buying ahead for inventories and for speculative resale. But
people cannot pile up inventories indefinitely on speculation that
prices tomorrow will be higher than today. Except as a "shot in the
arm," this can hardly be a major effect.

(d) Rising prices may make it easier for resources to be shifted
away from declining into growing industries, thereby helping to ex-
pand output. Without inflation', prices in declining industries may
need to fall to force resources out; whereas with inflation resources
can be bid into growing industries by higher wages and prices. Infla-
tion may thus deserve some credit as a social lubricant. But the his-
torical evidence suggests mainly that resources shift easily when times
are prosperous and badly when depression prevails, regardless of
whether prices are rising or not. Agriculture is the major historical
case in point.

Overall, there is little real evidence that moderate inflation increases
current real output, though it is hard to dissociate the stimulative
effect of strong total demand from the effect of rising prices per se.
Certainly rising total demand may stimulate output and employment
in periods of underemployment. even though rising pirices have little
contribution to make. In periods of substantially full employment,
neither seems likely to increase current total output much, and the
argument that inflation is a necessary evil to increase output is
weakened accordingly.
3. Does inflation stimulate economde growth?

Historians have argued that over the centuries inflation has gen-
erally shifted income from the poor to the rich and from workers to
businessmen. This, they argue, has increased the volume of saving-
and investment and speeded the rate of economic growth.4 While
much evidence seems to support this view, the case is by no means
clear. Whatever the lesson of history, more recent experience throws
grave doubt on this hypothesis for, as will be shown below, at least in
the recent American inflation the share of profits has not increased
relative to wages, nor has the share of the rich increased. The con-
trary has been true. Thus, the argument that inflation induces more
saving and investment via this channel cannot be accepted if recent
experience predicts the future.

More recently, many economists have argued precisely the con-
trary-that inflation discourages savings and thereby retards capital
accumulation, because inflation erodes the value of accumulated sav-
ings and encourages spending on current consumption. There is little
doubt that this effect prevails in very rapid, runaway inflation. But
for more moderate inflation, the case is not convincing. In almost all
the post-World War II inflations of the Western World, capital
accumulation has proceeded rapidly. Inflation obviously militates
against saving in most forms, but the motives for saving are many and
mixed, and modern society provides some effective saving-investment
channels to escape the erosion of inflation, at least for sophisticated
savers.

4 See Earl Hamilton, "Prices as a Factor In Business Growth," Journal of Economic His-tory, Fall 1952. A counter argument is presented by David Felix, "Profit Inflation andIndustrial Growth," Quarterly Journal of Economics, August 1956.
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Conclusion: A Scotch verdict. It is not clear that inflation of
modest proportions either increases or decreases substantially the rate
of capital accumulation.

A concluding note on the relationship between inflation, production,
and employment is provided by table 1, which summarizes the changes
-on these 3 scores between 1952 and 1955 in the United States and 7
major European countries. This table shows no consistent relation-
ship between inflation and changes in production. The largest in-
crease in, output- and employment occurred ift West Germany, which
had no inflation at all; the smallest in Sweden which had an inter-
mediate amount of inflation. The next largest increases in produc-
tion were in Italy ahd the Netherlands with intermediate inflation;
the next smallest-in the United States with very little inflation. Nor
can the apparent failure of inflation to explain differing rates of
growth and output be explained by introducing such other obvious
intercountry differences as differential increases in the supply of
money, differing money wage ratio average to prices, or differing
positions on international trade account.5

TABLE 1.-Inflation, production, and emnploymnent, 1952-55 '
[1952=100]

United Belgium France Germany Italy Nether- Sweden United
States lands Kingdom

Cost of living:
1953 -101 100 99 98 102 100 101 103
1954 -101 102 99 98 105 104 102 105
1955 -101 101 100 100 108 106 105 110

Industrial production:
1953 -108 100 97 109 110 110 100 106
1954 -100 106 106 122 120 120 104 114
1955 -112 114 117 141 130 128 110 119

Employment:
1953 -103 99 98 104 100 103 97 101
1954 - 100 99 99 109 101 107 98 104
1955 102 101 100 118 103 109 100 107

I Data from J. Herbert Furth, Indicators of Inflation in Western Europe, 1952-55, Review of Economics
and Statistics, August 1956, pp. 330-337. See that article foran analysis ofthe variouscountries' experiences.

4. Does inflation6 sedia8stribute ineone?
Mild inflation apparently redistributes-current income among major

economic groups less than is often claimed, though the income redistri-
bution may be appreciable. The redistribution that does take place
does not correspond very well to some of the common preconceptions
about inflation, at least in the recent American economy.

Over the past two decades, every broad functional economic group
in the United States has gained substantially in real income. Within
the rapidly growing totthe he wage share grew appreciably over the
period; wages and salaries, often considered laggards, considerably
outdistanced profits as a share of the national income. Farmers, who
are commonly supposed to gain most from inflation, saw their share
of the national incomne decline persistently-perhaps in spite of infla-
tion, but decline nevertheless. Corporation profits declined slightly.
Unincorporated businesses, usually thought to be gainers from infla-

I In the interest of brevity and simplicity, the international effects of Inflation are com-
pletely omitted. For the United States as a whole, this probably does not distort greatly
the conclusions stated. For some sectors of the economy, however, the foreign trade
repercussions may be dominant. And for most other countries, more heavily dependent
on foreign trade, such omissions would not be tolerable.



40 ECONOMIC SrABIIrrY AND GROWTH

tion, took a substantial cut in their share of the total. The interest
share fell drastically during World War II, as interest rates were
held down by Government policy, but it has grown moderately back
toward its earlier level since then. The rent share has changed little.
Nor is there evidence that inflation has shifted income from the poor
to the rich. If there was any effect, it apparently was the other way.
Figure 1 pictures these changes.
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Since inflation penalizes primarily those whose incomes rise more
slowly than the incomes of their fellows, it was those on relatively
fixed incomes who lost relatively, whether they were rich or poor,
young or old, farmer or city dweller. Above all, it appears to have
been the older people whose piece of the national income pie suffered
most. Their share of the national income dropped substantially as
inflation ate away at their largely fixed incomes. Moreover, here it
appears that inflation did discriminate against the middle incomes and
the poor. Well-to-do retired individuals could afford to diversify
the investments underlying their retirement incomes and to include
substantial amounts of such variable income assets as common stocks
and real estate whose dollar yields increased with inflation. To the
lower income families and widows this alternative was hardly open.
Social-security payments have been raised greatly, and many older
people have jobs. But this does not eliminate the basic fact that infla-
tion is a major blow to this group, living considerably on past savings.

The other most important lagging income group appears to have
been employees of governments and eleemosynary institutions gen-
erally, especially teachers. In some cases,. teachers' salaries have
lagged so greatly that their real incomes have actually declined durinig
the greatest boom in our history.

Mfore generally, it was the "passive" economic groups-those who
sold no products on which they c6uld raise the price or who worked
under arrangements where their output could not readily be raised
inprice-who suffered at the expense of the "active" groups in society.

Abroad generalization is suggested. We may live in a society where
the major economic groups are increasingly effective in protecting their
own income shares during slow inflation; and where private wage and
salary earners are especially successful, at the expense of more passive,
quasi-fixed income groups throughout the economy who have neither
prices to raise nor sufficient political power to push up their incomes
apace with rising prices.
5, 6, and 7. Does inflation redistribute control over wealth? 6

Inflation transfers control over wealth (as contrasted to current
income) from creditors to debtors. This is so because the debtor who
borrows $100 and repays the same $100 later when prices are twice as
high repays only half as much in real purchasing power. As best I can
estimate, the American inflation over the past two decades has wiped
out in this way well over half a trillion dollars of creditors' claims on
debtors (in 1957 prices). All fixed-dollar-value intangible assets (such
as bank. deposits, currency, mortgages, Government and corporation
bonds, life-insurance reserves, and pension and retirement funds) are
debts owed to creditors that are susceptible to this erosion by inflation.
In 1938 all such assets totaled just over $300 billion. If we calculate
the loss of purchasing power on these debts up to the present, and make
a similar calculation for the additional net debts of each following
year, we obtain the very rough estimate of over $500 million inflation-
ary erosion of real purchasing power of creditors over the period.

6 The impact of inflation on the distribution of wealth was analyzed In my earlier testi-
mony before this committee, The Impact of Moderate Inflation on Incomes and Assets of
Economic Groups. In Federal Tax Policy for Economic Growth and Stability (1955), and
In G. L. Bach and A. Ando, The Redistributlonal Effects of Inflation, Review of Economics
and Statistics, February 1957. Only a brief summary, therefore, Is Included here.
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Who gained this huge sum of purchasing power which creditors lost?
On balance, households have consistently been heavy net creditors, and
governments (especially the Federal Government) consistently heavy
net debtors, with the two offsetting each other roughly at something
over a quarter of a trillion dollars each. Unincorporated businesses
and nonfinancial corporations roughly offset each other as net creditors
and net debtors, respectively, but the figures involved are small com-
pared to households and governments. -

In summary, inflation has caused a huge transfer of purchasing
power from households primarily to the Federal Government. But
this is clearly not the end of the matter, since the Government is not
some separate entity but, rather, an agency for all of us. We must
look through the Government to see who are the actual beneficiaries
of this inflation-induced levy on creditors.

At first blush, it would appear that taxpayers (that is, all of us in our
capacities as taxpayers) are the gainers. We now need to give up less
purchasing power in taxes to meet payments on interest and principal
on the Government debt. But it is highly unlikely that the Govern-
ment debt will be paid off through taxation in the foreseeable future.
Who, then, is the gainer of the purchasing power confiscated from Gov-
ernment creditors by inflation? The answer is, the buying public as
a whole, in proportion to its expenditures. Bondholders' real purchas-
ing power is reduced, thereby increasing the share of the total current
output that can be commanded by the rest of the buying public as their
incomes rise with inflation. Put in commonsense language, Govern-
ment bondholders and money holders are partially expropriated by
inflation, and the benefit is distributed over the whole population, with
the biggest benefits to those who buy the most.

What types of households lose most as creditors? All households
combined hold about 30 percent of their total wealth in the form of
fixed dollar value assets. By contrast, they are in debt up to only
a little over 10 percent of their total wealth. The difference is a
measure of their net creditor position. Every major group of house-
holds is a substantial net creditor by this measure, except for very
poor families and young families in the 25 to 34 age range which are
heavily in debt as they are setting up families and housekeeping.

But the extent to which different groups are net creditors varies
a good deal. The heaviest net creditors, relative to their incomes,
are older people, especially those who are retired. They hold a larger
proportion of their wealth in fixed dollar value assets than do any
other major group, largely because of the importance to them of in-
surance, and pensions and other retirement funds. Moreover, they
are least in debt, to reap offsetting benefits on that score.

At the other extreme, the very penurious or injudicious who are so
heavily in debt as to have a negative net worth and the younger
families mentioned above are least susceptible to "creditor loss" from
inflation.

Very well-to-do families appear to be in a mixed position. They
are slightly higher net creditors than the average (relative to their
total wealth), and their debts are small. Thus they appear vul-
nerable to inflation. But they hold an exceptionally large proportion
of their total assets in "variable price" form (common stock, real
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estate, and so on), which serves as a partial offset to their exposure
as net creditors.7

8. How does inflation affect businesses?
Nonfinancial corporations are net debtors on balance, but only to

a modest extent. Moreover, on the average about one-third of all
individual corporations have been net creditors at any given time over
the past two inflationary decades. Thus, nonfinancial corporations
stand to gain somewhat on asset account from inflation, but only to
a moderate extent.

For most companies, other factors apparently play dominant roles
in determining the economic well-being of the corporation during
periods of inflation. Sales volume and increases in current cos
relative to selling prices appear to explain changes in the economic
position of corporations to a larger extent than do inflation-induced
transfers on asset account. As was indicated above, reported cor-
porate profits in the aggregate have maintained a roughly stable pro-
portion of total national income since the beginning of the two-decade
inflation period, though they have declined gradually since World
War II. "Real" corporation profits declined appreciably as a share
of the national income, since reported profits over an inflationary
period are larger than they should be if depreciation charges were
sufficient to actually replace wearing out equipment. Moreover, in-
ventory costs are generally undercharged in inflation. Recent re-
search suggests that such underreporting of costs and resultant
overreporting of profits in inflation was enough to eat up over one-
third of reported profits in a small sample of diverse companies
studied. Thus, on balance nonmanufacturing corporations as well as
unincorporated businesses received a declining relative share of the
real national income through the recent inflation, even though they
gained moderately as net debtors.

II

The economic impact on America of moderate, creeping inflation
has been substantial, but hardly disastrous. This case against creep-
ing inflation is clear, if modest. But the stronger case against per-
mitting creeping inflation is that this governmental acquiescence
greatly increases the likelihood of more rapid inflation, whose results
will be more disruptive and inequitable. And acceptance of inflation
as a "price" for maintaining high-level employment will generally
be a mistaken choice, since it is unlikely that inflation will in fact
produce the desired full employment.

The history of America appears to provide little basis for expecting
major inflation outside the impact of war." If the peacetime inflation
danger is now great, there must be a change to account for it. I be-
lieve there has been such a change.

Bursts of inflation may come from many causes. But the danger
of serious continuing peacetime inflation arises fundamentally from

7 For statistical data on the position of different household groups, see Federal Tax Policy
for Economic Growth, pp. 78-80.

8 Major war would bring Inflationary dangers of the first magnitude. But in that event
we can anticipate such widespread changes in the entire financial structure and economic
arrangements that discussion at the present level may have little relevance.
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two major interacting factors: powerful "excess income claims,"
and governmental support of high-level employment through ex-
pansionary monetary fiscal policy. The danger is that this combina-
tion will gradually turn the creeping inflation to a walk and perhaps
even to a run. Major economic groups-in labor, business, and agri-
culture-have come increasingly to demand, through the market place
and through the governmental process, larger total income shares than
are consistent with maintenance of a stable price level. There is noth-
ing new about the desire for larger income shares. But to this desire
has been added both the increased degree of organization of major
groups in the market places and, most important, the acceptance of
responsibility by the Federal Government for maintaining high-level
employment and production.
* Government acceptance of this responsibility, which has been prop-
erly and widely acclaimed, means that if -major wages and commodity
prices are pushed up faster than is consistent with high-level employ-
ment and production, the resulting unemployment and falling sales
will be bailed out by expansionary governmental monetary-fiscal pol-
icy, either directly or indirectly. A complete Government guaranty
of "full employment" would substantially remove the pressure on any
particular income group (seller) to moderate its own income claims,
by removing the fear of unemployment or lost sales. So long as any
group's demands did not get seriously ahead of other expanding
claims in the economy, it could count on continued employment and
sales at new higher cost and price levels. While inflation would
result for the economy as a whole, each income claimant would see
a chance of getting ahead of the parade. Moreover, with some -rela-
tively fixed income groups in society, there would always be a "ra-
tional" basis for excess income claims, since the active claimants
would always gain at the expense of passive participants in the eco-
nomic process.

The apparent demonstration of the World War II period that
massive Government spending can create substantially full employ-
ment-that the war and the huge deficit spending connected with it
did solve the vast unemployment problem of the 1930's-has con-
sciously and subconsciously deeply affected the thinking of the present
generation. Since Government monetary and fiscal policy (it ap-
pears) can cure unemployment and depression, there is little need
to have unemployment and depression. Thus the normal restraint
against excess income claims, the fear of pricing oneself out of the
market, has been substantially weakened.

The danger of persistent inflation is further increased by the per-
vasive belief that the Government has a considerable responsibility to
take care of groups in trouble and that a rather high degree of social
security is a desirable public-policy goal. Even more important, the
high cost of defense, probably over many years ahead, increases the
tendency toward inflation. Taxes are always harder to raise than
expenditures, and higher Government expenditures even with a bal-
anced budget probably exert some inflationary pressures.

Logically, this analysis leads to a prediction of cumulatively rising
inflation as income claimants try to outgrab each other. But in spite
of this reasoning, I foresee little danger of truly galloping inflation
of the postwar central European variety in the United States short of
all-out war. This could only occur through a complete collapse of
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responsible governmental monetary-fiscal policy. While there is little
doubt that the public fears unemployment more than it fears inflation,
should inflation reach ,anything approaching runaway levels in an
economy like ours, it seems to me overwhelmingly likely that the
public would demand and actively support governmental restraint on
the inflation both through more restrictive monetary-fiscal policy and
through imposition.of widespread direct controls, unpalatable as these
may be in less drastic situations. But the likelihood that inflation may
go beyond a creep to several percent a year seems by no means remote,
if governmental assurance of substantially full employment and maxi-
mum production becomes widely counted on as the dominant goal of
national economic policy. Under that circumstance, it is easy to see
how income claimants, both large and small, can persistently raise
their asking prices faster than is consistent with the full-employment
output at stable prices, and that these asking prices may be raised
cumulatively as time goes on.

Indeed, one of the greatest dangers of "moderate" inflation is that
it will grow fast enough to generate strong pressure for imposition of
widespread direct Government controls over individual wages and
prices, under the mistaken belief that this is the only or most effective
way to check rising prices. "Creeping" inflation has not recently
generated such strong pressure to interfere with private markets. But
I suspect that only a small further increase in the rate of inflation
would indeed bring a major danger to the preservation of substantially
free farkets. Imposing a new regulation always offers the illusion
of avoiding the painful restrictive impact of limiting total spending
power.

Many suggestions have been made to blunt the growth of excess in-
come claims. But to date none of these seems very promising. Ex-
hortation to moderation sounds good, but is a doubtful weapon against
self-interest. At least until a better suggestion comes along, the main
protection against an increasing "excess income claims inflation"
must be a recognition by economic groups (sellers generally) that they
do run a risk of pricing themselves temporarily at; least out of the
market; in other words, that the Government is not committed solely
to maintaining full employment and high-level output.

The biggest objection raised against this analysis is the widely cited
"unemployment versus inflation" dilemma. What if sellers' wages and
prices are persistently pushed up and the Government refuses to aug-
ment the money supply, directly or indirectly? Unemployment will
result, the argument runs. Only by providing increased purchasing
power can the Government prevent unemployment and falling sales.
Inflation will result, but this inflation is the necessary price for avoid-
.ingr nemployment.

Such Government-supported inflation may temporarily ease the
excess-income-claims inflation. But if my analysis above is correct,
only very temporarily. For as assurance grows that Government
action will bail out excess-income-claims-induced unemployment and
falling sales, the restraining forces against inflationary wage-price
demands weaken proportionally. Wage and price demands will be
bigger next time around and the Government-supported inflation
required to avoid unemployment will be larger. What will stop the
inflationary demands and responses from cumulating upward?
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Creeping Government-supported inflation does not solve the un-
employment versus inflation dilemna which arises from excess-income
claims. At best it only postpones the dilemma, and even temporary
success becomes increasingly unlikely, even though the rate of infla-
tion is repeatedly stepped upward. The problem of excess-income-
claims-induced unemployment must ultimately be faced directly. We
cannot have full employment without inflation if excess-income claims
prevail. Indeed, it may become increasingly difficult to have full em-
ployment with inflation, if inflation becomes increasingly accepted
and expected. If we must choose between high-level employment and
inflation, most people will choose high-level employment. If we could
assure full employment by having a little inflation, few would hesitate
to incur the inflation. But this is not the meaningful way to state the
choice. To avoid inflation without full employment, we must generate
and preserve an economic climate where sellers expect Government
policy to emphasize both high-level employment and relatively stable
prices. The solution to the unemployment or inflation dilemma is,
as with many other dilemmas, not to choose one or the other painful
alternative; rather, it is to take steps to avoid having the dilemma
arise.

In the long run, we will avoid an excess-income claims inflation
only if the public really wants to avoid it-only if economic groups
are willing, on the whole, to keep their income claims roughly within
the bounds of full employment output and stable prices. Ultimately
the public must understand the danger of serious inflation and must
consider this an important public policy objective if the long-run in-
flation danger is to be contained. "The Government" or some part of
it, such as the Federal Reserve Board, can provide leadership against
inflation, and can even restrain inflation counter to widespread public
pressures for some period of time. But in the last analysis, no Gov-
ernment agency can enforce a counter-inflation policy on a public
which does not want it.

m

What are the implications of this argumnent for the Employment
Act of 1946? The case for inclusion of substantial stability of the
consumer price level as one objective of governmental policy in the act
seems to me a convincing one. The language of the act is general and
aimed at the promotion of multiple goals. Maximum employment
production, and purchasing power are central objectives. Addition of
substantial stability-of the price level would in no sense weaken theimportance of the goals already stated, but would recognize specifically
another important goal of public policy.

It is the responsibility of the Congress and administrative officers of
the Government to provide leadership on economic policy, as in other
areas. This is critically true in the case of counterinflation policy,
since only expansionary Government monetary-fiscal policy can sup-
port a continuing excess income claims inflation. Specific inclusion
of the price level stability objective would be such an act of leadership.
Constant visibility to Members of Congress, to the administrative
branch of the Government, and to the public of the price level stability
goal along with the presently stated goals of the Employment Act
would help to provide a more restraining framework for all in making
their public and private economic policies.
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It has been argued that the price level stability goal is already
implicit in the act. This may be so, and undoubtedly many Govern-
ment servants so interpret the present langauge. But one of the
main factors in the inflation since World War II, and one of the
main factors in any future inflation, will be the fact that consumers,
union leaders, and businessmen expect prices to rise. Their result-
ing behavior has contributed substantially to price rises in the past.
They may well do so again. A clear warning against such expecta-
tions can help at least some; it can hardly do any harm.

The major argument against inclusion of price stability in the act
is that this would lessen the promptness or vigor with which the
Government may act against future depressions. I cannot believe
that this is true. The pressures for strong, quick governmental action
against unemployment are powerful and pervasive. But by con-
trast I do believe that specific stable money language might help to
strengthen the hand of those in the Government who have the painful
and often superficially unpopular task of fighting inflations as they
develop. Temporarily our attention has been diverted from the
problem of creeping inflation to a serious recession. But if inflation
does again grow to more major proportions it will be basically be-
cause the Government provides the fuel for the inflationary fire
through monetary and fiscal policy, and because the public comes to
anticipate the provision of this fuel. Inclusion of an announced
goal of substantial price stability is the minimal responsible level of
protective action.

Treading the precarious path toward stable economic growth is at
best difficult, especially with the multiple objectives implied in that
general goal. Building a self-reinforcing set of stable money plus
high output expectations is at best a slow, hard process in our demo-
cratic society. We cannot expect success overnight. But current
policy needs to be directed toward this goal at the same time it is
necessarily focused also on the instabilities of each present situation.



PRICE BEHAVIOR, STABILITY, AND GROWTH

William J. Baumol, Princeton University

When Johnson first arrived in London * * * "'Thirty pounds a .year was
enough to enable a man to live there without being contemptible * * *' It
may be estimated that double the money might now with difficulty be suffi-
cient."-Boswell

I. AN OVERALL VIEW

A. The historical persistence of inflationary pressures
Among the few things which economists predict with any degree

of confidence is that, with some possible exceptional periods, prices
will, on the average, be higher in future decades than they are today.
This belief is based in part on a remarkably consistent historical
record. Scrappy evidence going back to the 13th century apparently
indicates that prices in England and the United States were never
stable for any protracted period, and that, considering periods of the
order of magnitude of 50 years, the price level has risen almost con-
stantly.

However, its persistence is not the only reason we have for expecting
at least a mild but chronic inflation to continue in the future. The
fact is that there are many forces which make for inflation. For ex-
ample, it is always easier, politically, for a government to increase its
expenditures than to increase its taxes and a counterinflationary
budget surplus is certainly likely to be unpopular.
B. The role of the Anerican flrm in economic growth

Perhaps more relevant for the present discussion are the relation-
ships between economic growth and the behavior of the price level.
First I should like to say something about the nature of the forces
which make for growth in our economy. The centers of expansion
decisions in a free enterprise economy are its business firms. This is
not as obvious as it .may seem-conservative business practice could
well call for firms to hold the line until rising population and con-
sumption demand created the market for an expanded output. But
business enterprises simply do not operate in this way. Schumpeter
argued long ago that in order to increase their net worth firms must
keep innovating-introducing new products, new sources -of supply,
new production methods, etc.
-There are other related reasons for management's preoccupation

with growth. Growth can make a firm more attractive to the money
market and its products more attractive to customers. The morale
of its personnel is likely to be much higher than is the case in a de-
clining enterprise. Only by growth can a small firm hope to enter
those lines of enterprise where a large amount of capital is required.
Other advantages of growth to the firm can easily be cited.

I am extremely grateful to Lester V. Chandler, Kenneth Galbraith, and Gardner Patter-son for their very helpful comments and suggestions.

49



50 ECONOMIC STiABIL TY AND GROWTH

There is yet another reason why American- business enterprise has
worked for expansion of our economy-a reason which will play an
important role in the discussion later in this paper. So far I have
argued that businessmen want their firms to expand because growth
helps them to achieve their other objectives-it opens new profit op-
portunities, it helps with personnel management, etc. But growth is
important to the businessman not only as a means to an end. In large
segments of American business practice it has become a goal in and of
itself.

I have had occasion to consult with a number of firms in various
industries and of various sizes, and in almost every one this appeared
to be the case. In the so-called oligopolistic sectors of our economy,
the industries containing a relatively small number of large firms
which account for so large a proportion of our Nation's output, among
top management's prime yardsticks of success are sales revenue and
market share. When a businessman in such a firm is asked how things
are going one can be quite sure that he will reply cheerfully that sales
(meaning dollar volume) have gone up x percent (or sadly that they
have gone down ?y percent) and that only subsequently, if at all, will
he say anything about his profits.

This is not meant to deny that those businessmen are in business
at least partly to earn money. But so long as profits are at a level
which it considers reasonable-enough to keep stockholders satisfied
and to contribute to the financing of growth-management will bend
its efforts to the expansion of sales revenues rather than to further
increases in profits.

To summarize, we have in the nature of American business enter-
prise powerful dynamic forces which can be depended upon to produce
a remarkable rate of long-run expansion of our economy. Of course
there have been a number of severe and important short-run break-
downs in this mechanism but a glance at the broad outlines of our
economic history suggests that expansion and not depression is its
preponderant characteristic.

C. The effect of growth on price levels
Let us return now to the central subject-the relationship between

growth and the price level. This is a two-way relationship-economic
growth influences price behavior and price behavior influences growth.

Economic expansion clearly puts upward pressures on prices.
When employment is high and businessmen are bidding against one
another for resources which are in short supply it may naturally be
expected that the sellers of these resources will raise their prices.
Unions will demand higher wages. The owners of natural resources
will raise their prices, etc. Furthermore, businessmen will be inclined
not to resist these demands too strongly because their experience is
that during a period of expansion they can raise their prices accord-
ingly without any serious effects on sales.

This is made possible, at least partly, by the fact that the price
raising occurs simultaneously with the rise in costs. For increasing
costs take the form of higher incomes and higher purchasing power
in the hands of the sellers of productive resources who can now afford
the higher prices asked by the businessman. Of course any individual
businessman might nevertheless do better for himself were he able
to resist wage and other cost raising demands so long as no one else
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did so. For then he could benefit from the increased demand for his

products which results from the increased incomes of other firms'

employees without himself paying any higher costs. But observation

suggests that the corporate form, in which management is in a posi-

tion of stewardship over the property of others, has made the execu-

tive highly reluctant to risk good will and public approbation in

major battles with the unions. So long as rising costs can easily be

passed on management will therefore put up no more than token

resistance to wage and other factor price demands.
Thus it is clear that either because he cannot help it or because he

does not wish to resist too hard, economic growth usually raises the

businessman's costs and hence tends to induce him to raise his prices.

Occasional exceptions are produced by cost-saving inventions which

help to expand sales through reduced prices or by economies of large

scale production made possible by growth of the firm. But, by and

large, expansion can be expected to create bottlenecks and competition

for factors of production whose effect is inflationary.
This is particularly so because growth is contagious. It is not likely

to occur in one or a few industries at a time. Growth in one sector of

the economy creates the income and hence the demand for the products

of other sectors. Moreover in any one industry management's concern

with market share means that the expansion of any one firm is likeley

to be followed by emulatory effort on the part of other companies.

Hence we may expect that everyone will be wanting labor, raw ma-

terials, and equipment at the same time and that the effect on prices

will therefore be as described.

D. The effect of peice levels on growth
Up to a point slowly rising price levels probably act as a stimulant

to growth. On the one hand they produce an optimistic atmosphere

in which the businessman has confidence in the chances for success

of his expansion programs. Moreover, as we have seen, increasing

costs do not seem to serve as much of a deterrent to output during such

a period.
However when the price rises go on for too long or are too sharp they

can be expected to act as a drag on real output in a number of ways:

1. Unless the public becomes accustomed to uninterrupted inflation

as a way of life people are likely to begin eventually to think that it

must some day come to an end. This expectation effect can lead busi-

nessmen to liquidate inventories and consumers to postpone purchases,

particularly purchases of durable goods. A softening of the market

for any increased output (growth) is particularly likely to result if

consumers think prices are too high and decide therefore to postpone

any purchases which represent increases in their living standards.

2. Rising prices can also deter growth because they eat into the value

of an important class of savings. Holders of money and Government

securities will find that the value of their accumulations has evap-

orated and if there is any reason to make up the loss (e. g., saving

for retirement) they may be forced to reduce their demands accord-

ingly. This is the familiar effect which has gone under various naines

such as the Pigou (and Keynes) effect, the real balance effect, the

wealth saving relationship, etc.
3. So far I have discussed the adverse effects of slow chronic in-

flation on economic growth when it acts as a deterrent to demand. I-PeQ

237345-r
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frequently we hear nowadays of the effects on supply but in the long
run I think these effects are of at least equal importance.

The first of these is related to one that has already been discussed,
the effects of expectations on demand. I have already shown that if
people are led to expect an end to the inflationary process, demand may.
be decreased and the steam may be taken out of the growth process.
However the alternative can be equally unattractive. If the public
gets to feel that the future holds only still higher prices many people
may cease saving altogether and so an important source of business
financing may disappear. The effect may be a squeeze on the con-
struction of plant and equipment which, in the long run, can seriously
reduce national output. However here there may be an important off-
set in that increased consumer demand may greatly facilitate cor-
porate saving.

4. A more universal effect of inflationary pressure on supply is an
extremely serious reduction in quality standards. This applies equal-
ly to the quality of labor, of raw -materials and of product. The
absence of real economic pressures-the universal seller's market
which accompanies inflation-means that there is little motivation to
preserve standards of workmanship. Why produce a better product
if the old commodity can be sold anyhow? Why work hard if em-
ployers are short of men and one can always get another job?

This danger is increased by the fact that reduced quality is a con-
venient way of disguising price rises. If a product has a traditional
price it is so much easier to put a little less into the packages, to use
shoddier materials, to reduce expenditure on quality control so that
the customer instead of paying much more for the same products pays
the same or only a little more for a formerly cheaper product.

Signs of this are all about us. The candy bar is smaller than it
used to be, food products which require it are not aged as long as
they used to be and so on. When this process is allowed to go on long
enough the economy is transformed into a world of Potemkin villages.
Two houses are produced where there was one before-but these two
houses are basically well disguised shacks. In other words chronically
creeping inflation is likely to turn economic growth into a sham and
to produce a blight on the economy and the landscape from which it
can take a long time to recover.
E. Policy implications

I believe strongly that there are right conclusions and wrong con-
clusions to be drawn from the foregoing analysis. One wrong conclu-
sion is that price rises are going to occur anyhow and there is there-
fore very little that can be done about it.

Equally unacceptable to me is the view that the Government must
reconcile itself to some rise in prices partly because they act as a
stimulant to growth, but that the role of monetary and fiscal policy
in this connection should be to keep the rate of increase small-say
to some figure no higher than 4 or perhaps 2 percent per year.

I object to this view on two grounds. One is a matter of tactics
while the other follows directly from the foregoing analysis. The
tactical consideration is that whatever our objective there is some
danger that we will fall somewhat short of it. Experience suggests
that if we are prepared to do no more than to seek to keep the rate of
inflation down to 4 percent per year it is highly likely that prices will
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rise faster than that. Only from a determination to take all measures
necessary to put a stop to inflation altogether can we with any confi-
dence expect that there will be much of a contribution to its decelera-
tion. In part, but only in part, this is a consequence of the structure
of our political arrangements. It is an inherent and in fact a desir-
able feature of a political system built about a multitude of checks
and balances that governmental plans are likely to come out much less
sharp and extreme than they were when first conceived.

But aside from this problem of tactics the adoption of a constant
slow rate of inflation as a goal can be objected to on the grounds that
the adverse effects of inflation on growth which were discussed above
can be produced by slow chronic price rises perhaps at least as ef-
fectively as they can by occasional sharp increases in the price level.
The attrition of savings can occur in either case and the destruction
of quality standards may be more complete for having occurred in
slow imperceptible steps.

To put the matter affirmatively, the promotion of economic sta-
bility and growth requires monetary and fiscal policies which can
and do prevent uninterrupted inflation. This conclusion is not based
on considerations of equity w~hich clearly may by themselves also-
make it imperative that inflation be brought to a halt. For the
question to which I have addressed myself is increased growth of
total national output rather than its distribution. Perhaps on either
ground it may be argued that we cannot tolerate a policy which pas-
sively accepts uninterrupted inflation as an immutable feature of the
national fate.

II. THE ROLE OF THE M1ARKET STRUCTURE

In an important recent contribution Professor Galbraith has called
our attention to the fact that the process by which price changes
occur is dependent on the nature of the market structure.2 Prices are
set in a different way in those sectors of the economy which are com-
posed of many small firms than they are in industries where there
are 5, 10, or 20 major producers (the oligopolistic sectors).

Galbraith has argued that oligopolistic firms are particularly ef-
fective conductors of inflationary pressure (pp. 127-130) and that
they are relatively immune to the counterinflationary influences of
monetary and fiscal policy (pp. 130-132). From these results of his
analysis he concludes that the efficacy of monetary and fiscal policies
must depend largely upon their impact on the competitive sectors
of the economy which must bear the brunt of the burden of read-
justment (p. 132) and points out that this raises serious questions
about the effectiveness, the equity, and the wisdom of such policies.
In particular this view suggests that much more extreme monetary
and fiscal measures may be required to achieve a given disinflationary
effect than we would otherwise have thought to be necessary.

I must differ with Professor Galbraith on a number of these points.
I think it can be shown that the difference in role of the competitive
and. that of the oligopolistic firm in the inflationary process is not
nearly as great as he would have us believe. To indicate my reasons

2 J. K. Galbraltb, Market Structure and Stabilization Pollcy, Review of Economics and
Statistics, May 1957.
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for this view I must first digress into a discussion of the nature of
oligopolistic pricing.
A. Galbraith on the oligopolistic firm

To Professor Galbraith, as to many investigators, a prime charac-
teristic of the oligopolistic firm is that it does not normally set aprice which maximizes profits. So far I am in agreement. But in
his analysis there seems to be no alternative explanation of the price-
setting process. Somehow, perhaps by historical accident, the price
of each item seems to have been set up, and then for fear of setting
off a price war through retaliatory efforts of competitors the oligopo-
list apparently never changes such a price unless universal cost
changes permit him to do so without being misunderstood by business
rivals. The executive is apparently taken to be less concerned withthe level at which his prices are set than he is in keeping his prices
at that level. We are given little indication how those prices hap-
pened to be set at those levels in the first place.

It would be a very odd coincidence indeed if those prices were tohappen to lie at their precise profit maximizing levels. In fact we
.are told that they will generally lie below those which will maximize
profits apparently because inflation calls for rapid upward price
shifts as demand increases in monetary terms-price rises greater
than those which the oligopolist is willing to permit. Furthermore,
according to Professor Galbraith, "A commonplace feature of a firm
under inflationary demand is a backlog" (p. 128). This backlog can,of course, be eliminated by a price sufficiently high to cut the quantity
demanded down to the quantity supplied, but such a price rise the
oligopolist presumably refuses to permit.

As a result of all of this, he argues, monetary and fiscal measures
may be rendered largely ineffective in the oligopolistic sector. Any
rise in costs incurred as a result of interest rate increases need not
reduce the oligopolist's profits. For, since he is not maximizing his
profits to begin with, he can raise his price and increase his profits suffi-ciently to make up for the higher interest cost. Any reduction in
demand produced by such policies may serve only to reduce the backlog
of demand and may actually result in no decrease in sales.

The oligopolist will then, according to Galbraith, be able to go onas before, with no loss in profits and perhaps no less in sales. He
will have no reason to cut down his investment expenditure. His con-
tribution to inflationary pressure will therefore not be diminished
unless monetary or fiscal actions are particularly severe.

Not such will be the fate of the competitive small-business man
where prices are fixed on the market and where rises in costs and cutsin demand really hurt and hurt at once. Thus, according to Gal-
braith, besides being less effective than might have been expected,
counterinflationary monetary and fiscal policies can serve to increase
industrial concentration and -help to contribute to the danger of de-
cline of the small-business man.
B. Sales maximization, price setting, and the backlog

The short run purposes of the large firm can, I believe, be explained
somewhat further. There is some logic to the process whereby prices
are set, but it is not the logic of profit maximization. As I have al-ready stated, I believe most oligopolistic firms aim to maximize notprofits, but sales volume (measured in money terms; sales are what the
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economist is his jargon calls "total revenue"). So long as profits
remain at a satisfactory rate, management will devote further effort
to increasing its sales rather than its profits.

It follows that Professor Galbraith is indeed right in asserting that
the oligopolist's profits will not normally be maximized. But the
reason is not because he is dominated by fear of making price adjust-
ments, although such fears may also play their role. He will fail to
maximize profits also because he has another partially overriding pur-
pose to which he is willing to sacrifice some profits.

If this is correct, it follows that we must expect only under extraor-
dinary circumstances to encounter the backlog of orders which Gal-
braith considers to be a normal feature of oligopolistic operation dur-
ing an inflationary period. A firm which tries to maximize sales will
not hold back on production unless either the expansion of its capacity
has been unable to keep up with demand or unless management is so
fearful of the future that it hesitates to undertake the required invest-
ment commitments.

Consider now the effects on such a firm of a rise in costs which might
occur, for example, as the result of an increase in wages or in interest
rates. As in Professor Galbraith's analysis, this may lead to an in-
crease in the company's selling prices sufficient to prevent any reduc-
tion in profits. For otherwise the rise in costs can reduce the oli-
gopolist's profits below that level which he considers to be the mini-
mum under which he can operate. But several other consequences
follow from this step:

In the probably more usual case where there is no backlog of orders,
this price rise must mean some cut in the number of items sold, or at
least unit sales will not increase as quickly as they otherwise would
have. Moreover, if the initial price had been chosen to maximize
sales revenues, it is clear that the rise in price must result in a reduc-
tion in (or a reduction in the rate of increase of) dollar sales. It
follows that-

1. An interest rate or wage increase will also hit the oligopolist
wrhere it hurts him-not in his profits but in his sales volume.

*2. An interest rate rise need produce no increase-in industrial con-
centration-the oligopolist's sales will decline right along with those
of the competitive firm.

3. By reducing the demands for his products or increasing his costs,
monetary or fiscal policy can effectively reduce the oligopolist's con-
tribution to inflationary pressure. If his sales fall it will pay him to
reduce his demand for factors of production either for immediate use
in his manufacturing process or for investment purposes. But this is
precisely what a disinflationary monetary and fiscal policy seeks to
get him to do.3

Thus in each of these respects I am forced to disagree with Professor
Galbraith's policy conclusions-considering the oligopolistic sector
alone, fiscal and monetary policy need not on the face of it be inequit-
able, it need not promote monopolization, nor is it to be expected to be-
ineffective.

S Incidentally, I must take exception to Galbraith's assertion that * * * firms In the
oligopoiistic sector have the opportunity of offsetting any credit restrictions to which they
are subject by increasing their prices and their earned resources and devoting them to
Investment" (p. 131). It can take several years of increased accumulation out of profits
to offset a large reduction In credit. Hence this means may well be Insufficient to prevent

-forced postpgnement of. oligopolistic.investiment which Is all.the~deflationary effect. that i9
.usually aougbt.
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Even in the case, which I have not yet discussed, in which there is a
large backlog of unfilled orders the Galbraith conclusions can be dis-
puted. If the backlog occurs by design because the oligopolist is afraid
zof the future and he wishes to retain a cushion of demand against
contingencies, the rise in price or the reduction in demand which re-
sults from anti-inflation policy will cut down on that cushion. The
oligopolist may then be expected to hold back even more in his invest-
ment plans, thereby contributing once again to a reduction in infla-
tionary pressure. Similarly, if his backlog of demand piled up be-
cause he has, so to speak, been unable to get sufficiently quick delivery
on expanded plant and equipment a reduction in the backlog can mean
partial cancellation of investment orders.
C. The competitive sector

Yet there is an important observation which I think lies behind
Professor Galbraith's discussion. In times of inflation it is true that
the firm can frequently raise prices in response to cost changes and get
away with little or no observable ill effect. I have already had occasion
to refer to that process earlier in this paper. What occurs here is that
the cost rise, because it is universal, provides the purchasing power
which permits consumers to buy as much as they did before the price
rise. This is the mechanism of the familiar wage-price spiral.

But here the competitive firm is in no worse a strategic position than
is the oligopolist. The demand for the small-business man's products
will be raised by increases in wages, both his own and the oligopolist's.
Thus the competitive firm is able to participate wholeheartedly in the
inflationary process just as is the oligopolist. Indeed, it may almost be
suspected that the small firm will in this respect occupy the slightly
better position. For in competitive markets the translation of in-
creased costs into higher prices is rapid, impersonal, and automatic.
To the extent that the large firm hesitates to change prices even in the
upward direction, it may therefore be placed at a relative disadvantage.

-Of course rises in interest rates differ from wage rises in that they
do not all go into increases in money income in the hands of the public.
A large proportion of higher interest payments may represent a trans-
fer to banks and insurance companies where they will not immediately
be used to swell the monetary demand for commodities. That is es-
sentially why interest rate increases can act as an offset to inflationary
pressures while wage rises do not ordinarily do so. But if interest
rate rises do prevent increases in demand they will do so equally for
the oligopolist and for the small firm.

I am not to be interpreted to hold the position that different mone-
tary and fiscal policies all and always fall with exactly equal weight
on the competitive and oligopolistic sectors of the economy. Clearly
this need not be so. It depends on costs structures, the relative elas-
ticities of demands for the products of the two sectors and many other
considerations. My position is just that the relative effects can only
be determined after far more careful and detailed investigation of
their product lines and related matters, and that I will be very sur-
prised should such an investigation show that all the tools of monetary
and fiscal policy consistently favor the one group against the other.
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m. PRICE POLICY FOR GROWTH

The preceding section was primarily negative in purpose, seeking
largely to deny that there were grounds for expecting a certain type

of relationship. Nothing was said affirmatively about the types of
policy which can promote price stability and economic growth. In
this section I hope to supply this deficiency.

A. Growth as a goal
As already stated, complete price stability and economic growth

are not totally compatible objectives. Growth tends to cause prices
to rise. It also has other costs. The most important of these is that
rapid growth requires a very high level of physical investment-.of
construction of an and equipment, etc. In a period when there is
little unemployment and unused capacity an increase in the produc-
tion of investment goods must involve some reduction in the output of
consumers' goods. As is well known this is precisely the sort of de-
cision to which the ruling clique in the Soviet Union has stuck these
many years. And, at least in part, this decision has been responsible
for their very noteworthy success in expanding Russian military and
industrial capacity at so phenomenal a rate.

Before effective policies for the promotion of economic growth can
be decided upon in this country we must therefore decide first how
much we are willing to give up for it. This is no idle question Our
overall economic growth has been proceeding by itself at a remarkably
high rate and there is reason to believe that, except for occasional in-
terruptions, it is going to continue to do so. It is possible to give up
too much for the future like the miser who is starving because he is
putting aside every penny he earns.

Even the Russian threat must not force us to jump to hasty con-
clusions on this question. There is much to be said for the view that
to meet the competition of the iron curtain countries we need to speed
up not our overall rate of economic expansion but the growth of some
key outputs-scientific, military etc. Certainly this has been the
Soviet strategy.
B. Policy for overall growth

Suppose it is decided that somewhat more of our national effort
should be devoted to speeding up our economic expansion and less to
the production of current consumption goods. What can the Govern-
ment do to promote these goals?

I have already argued, for one thing, that strong measures must be
taken to prevent uninterrupted inflation. When price rises threaten
to get out of hand or to last too long the usual array of weapons-
bu get surpluses, tight money, et cetera, must be employed to the ex-
tent necessary to put an end to the inflationary pressures.

But I do not believe this is by any means the most important meas-
ure to be taken to promote growth. In a free enterprise system where
the Government seeks to avoid the regulation of production by fiat
except in time of national emergency, businessmen must be induced
to take the appropriate measures voluntarily. Nor is this a matter
for exhortation and propaganda whose effects are doubtful and whose
use is usually inappropriate except in times calling for public hero-
ism. Management's responsibilities are too great to rum the business
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enterprises with whose operations it is entrusted in accord with the
utterances of remote public figures.

There is only one dependable way to achieve the desired results-
that is to make them pay. And there is one instrument ideally suited
to achieve the Government's purposes in this respect-the tax laWs.
Already the capital gains provisions served to make the retention of
corporate earnings attractive to large stockholders. This is an in-
centive for growth because retained earnings are readily employed to
finance plant expansion and other types of investment.

In the same way, if Congress wishes to promote economic growth
(and, I repeat, there is something to be said on either side on such a
decision) it must consider undertaking a revision of the tax laws in
a way which favors investment as against current production of con-
sumers' goods. Businessmen, who are already anxious to promote
economic growth, will be quick enough to take advantage of any
opportunity to reduee their tax burden through increased investment
or any other expansionary activities which may be favored.

In the case of underdeveloped areas I have elsewhere gone so far
as to suggest that firms be offered a tax exemption which is larger the
greater is the percentage rate of increase in their production. I do
not believe so radical a proposal is appropriate for the United States
but it does serve to underline the nature of the policy approach which
I am urging.

I shall make no attempt to indicate the details of the tax-law re-
visions which would be in line with this view. That must be left to
persons more expert in the tax structure and its legal and economic
complications. I hope however that I have suggested one promising
avenue for exploration.

C. The long-run position of the United States
Let us return now to the question of the Soviet challenge although

this represents somewhat of a departure from the subject of the rest
of this paper. I think it is quite clear that the American industrial
capacity is still considerably greater than that of the Russians. This
means that were it deemed crucial, there is little doubt that a crash
program could permit us to catch up on the production of missiles,
rockets, jet planes, or any other particular weapons on which we are
behind. But catching up on special items is not the problem. We
cannot plan on just barely keeping up by means of an interminable
series of emergency programs conceived in the haste which is en-
gendered by panic.

Indeed, it is to be expected that in the normal course of events the
Russians will from time to time come up with developments before we
do. The Soviet successes are frightening rather because they sug-
gest we are falling behind in a more fundamental sense-in our sup-
ply of ideas and our ability to carry them out. Should we ever lose
our lead in the fundamental knowledge which we possess and the skills
to produce and use ever more knowledge we will really find ourselves
ready prey to the totalitarian world.

The difficulty appears to lie partly in our national propensity to
favor practicality. American industry, for example, is more than
willing to sponsor researchers and their research, provided that their
projects are of a variety which give promise of practical application.
From the point of view of the firm this may make good sense although,
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increasingly, management, too, is showing signs of questioning this

position. But from the point of view of the Nation's future this

represents the most catastrophic sort of shortsightedness. Time and

time a-ain it has been shown that some of the most fundamental and

revolutionary scientific and industrial developments would not have

been possible without the work of the basic researcher, the man who

does not know and, at least within limits, could not care less how his

results will be applied. Innovations from electricity to the hydrogen

bomb bear their debt to the completely impractical investigator.
The Soviets have certainly recognized this and their efforts to spon-

sor both research and researcher are apparently ahead of ours in a

number of respects. Their educational system is geared to supply

new scientific talent at a very high rate and it is already showing its

effects.
Though it is perhaps beyond the province of the Employment Act

this problem is clearly fundamental for economic growth. Here

again congressional action is probably called for. The design of a

comprehensive policy is beyond my intentions and my abilities. I

should, however, like to call attention to two suggestions which, I hope,

merit further exploration.
I believe the Government should consider setting up a system of

national scholarships on the order of those which were provided by the

G. I. bill. These scholarships should be available only for college and

university training. They should again permit the recipient to attend

and approved school of his own choosing subject to his acceptance for

admission by that institution. However, such scholarships should

be awarded on the basis of examinations which require of the applicant

evidence of training at least equivalent to that offered in a Soviet

gymnasium. This proposal is designed to achieve two purposes: to

increase the number of able college students and to force a drastic

upgrading of standards of our high schools which are notoriously so

far behind the equivalent Russian institutions.
However, this does not cope with another fundamental problem-

the relatively small proportion of able American students who go into

research rather than into industrial, legal, and other more lucrative

occupations. It is absolutely imperative for this country's future that

the research activities be made more attractive. One proposal that

has recently been made calls for the setting up in each -field of re-

search about 50 well publicized chairs bearing a minimum stipend of

$30,000 per annum plus adequate research funds. This would be

awarded to the most outstanding members of the research professions

and would not be attached to any particular academic institution.

Whatever the merits of this particular proposal it points up the

need for a dramatic move to increase the attractiveness of a career in

fundamental research. Such a conclusion is inescapable if we are pre-

pared to accept two premises: (1) that America's long-run future is

at stake and depends on its ability to maintain and increase its supply

of knowledge and ideas, and (2) that in a free-enterprise economy

coercion is an inappropriate instrument and exhortation an unde-

pendable means to promote the goals of our society. Only by an

appeal to the profit motive which is so fundamental among the Na-

tion's institutions can we feel confident that our goals will be achieved.
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The terms 'stability" and "growth" have been used so frequently.
during the past few years in discussions of the Employment Act of
1946, that a goodly number of intelligent citizens may very well be-
lieve that these words were used in the act, to set forth its purpose.
Actually, of course, this is not the case.

According to section 2 of the act-
it Is the continuing policy and responsibility of the Federal Government to use

all practicable means * * * for the purpose of creating and maintaining, in

a manner calculated to foster and promote free competitive enterprise and

the general welfare, conditions under which there will be afforded useful em-
ployment opportunities, including self-employment, for those able, willing, and
seeking to work, and to promote maximum employment, production, and pur-
chasing power.

Subsection (c) 4 of section 4 states that one of the duties and functions
of the Council of Economic Advisers shall be-

to develop and recommend to the President national economic policies to foster

and promote free competitive enterprise, to avoid economic fluctuations or to
diminish the effects thereof, and .to maintain employment, production, and
purchasing power.

But the words "stability" and "growth" do not appear in the Em-
ployment Act either separately or together.

The number of years which has elapsed since the passage of the,
Employment Act, together with the nature and diversity of the eco-
nomic developments which have occurred during that time are suf-
ficient to justify the conclusion that the language of the Employment
Act is remarkably well suited to the general purpose of the act. That
language is general enough to provide for flexibility in interpretation
and also for the flexibility in action necessary if the act is to furnish
a useful guide to economic policy in particular circumstances, the
exact nature of which could not be foreseen at the time the act was
passed. For example, there is no doubt among either economists or
policymaking officials that the Employment Act provides the basis
for Government action designed to restrain inflation when such action
appears necessary, as well as the basis for Government action designed
to mitigate or halt a recession when such action appears necessary.

Employment, production, and purchasing power are each highly
significant concepts in assessing the adequacy with which the economy
is functioning, and in determining what steps, if any, need be taken
to improve its functioning. They are also concepts which are gen-
erally understood and defined in a similar fashion by economists and
policymakers alike. In the case of employment and production, more-
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over, policymakers need not confine their attention to the abstractconceptions or to indirect methods of approximating the actual levelof these indicators of economic activity. Fortunately, there are avail-able statistical series which provide reliable data on both employment
and production with very little time lag. In the case of purchasing
power, there is no equally satisfactory statistical series on which thoseconcerned with economic policy may rely. Even here, however, thereare data available which, when used with proper discrimination andjudgment, can be very helpful.

It may be pointed out that implicit in the language of the act isthe belief that maximum employment, maximum production, andmaximum purchasing power either are or can be made to be consistent
with one another, and also with the objective of avoiding economicfluctuations or mitigating their effects. Whether or not this is ac-tually so under all circumstances may, of course, be questioned. Butit is evident that principal emphasis in the act is placed on employ-ment, and this emphasis could furnish a clue to policymakers in whatotherwise might prove to be a perplexing situation.

II

Although the terms "stability" and "growth" have been used forsome years now in discussions of the Employment Act both in andout of Government circles, those terms have not always beeii con-strued or applied in the same way, nor have they always been as-signed the same degree of importance or priority.
Thus there have been times when stability has been emphasized andgrowth has received little if any attention. At other times growthhas been emphasized and stability, at least overtly, has been substan-tially neglected. More recently it has been fairly common to link thetwo together and to talk of "economic stability and growth" together.
In general in the years subsequent to 1946, concern about stabilityand use of the term increased together with signs of actual or im-pending recession or actual or impending inflation. Under such cir-cumstances, stability was generally not defined clearly by those whoused the term. It was, perhaps, sufficiently obvious that they' appliedit in a negative rather than a positive fashion. In one set of circuim-stances it meant. avoiding recession- or -at least- avoiding a deepeningof recession. In another set of circumstances it meant avoiding in-flation or at least avoiding a heightening of inflation. During someperiods when neither recession nor inflation were present or imminent,attention shifted from stability, and the term "growth" was usedmore frequently. This term, too, was rarely defined, but it was gen-erally clear that it was held to be integrally related to increasingemployment opportunities, and sometimes to increasing productivity,and/or a rising level of production as well.
Until quite recently, when both economic stability and growth werediscussed in the same paper or in the same public statement, "sta-bility" was frequently referred to as a suitable goal for short-runpolicy, and "growth" as a suitable goal for long-run policy. In suchdiscussions, also, while the term "stability" was never clearly defined,it was generally applied in the negative sense described above.
More recently, however, there has been increasing recognition ofthe fact that it is impossible to keep short-run and-long-run consider-
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ations neatly enclosed in separate comp)artments in the formulation
of public policy. For one thing it has become increasingly apparent
that policies which are adopted to cope with so-called short-run prob-
lemns have a bearing on long-run developments as well, while policies
adopted to cope with long-run problems also have a bearing on short-
run developments. Even more fundamental, however, is the fact that
in an economy as highly developed and large and rapidly changing
as ours, it becomes increasingly difficult to draw and maintain a satis-
factory distinction between long-run find short-run considerations.

In the not too far distant past many economists might agree that
the short run meant any period of time shorter than one complete
business cycle. They might agree also that in dealing with the short
run, the matter of economic growth could be ignored with impunity,
since the amount of growth in the short run was generally negligible.

Today, however, a large and increasing number of economists in the
United States realize that when an economy as large as ours is grow-
ing at an average annual rate of 31/ percent, the average growth of a
single year accounts for a real increase of approximately $14 billion
in net national product and a correspondingly substantial increase in
employment. They realize too that with our population and labor
force increasing at their current rate, growvtll must be maintained
at all times, if "useful employment opportunities" are to be created
and maintained for all "those able, willing, and seeking to work."
AAnd they are aware of the corollary of these facts; namely, that even
a comparatively short cessation or interruption of economic growth
will result in a large increase in unemployment.

In other words, we must run just to keep up with ourselves. But,
as Roy F. Harrod and Evsey D. Domar have both demonstrated, the
rate of speed at which we run is also important. If we proceed too
slowly, we will still be faced with increasing unemployment. On the
-other hand, a sharp increase to a rate above that which can be main-
tained for a long period of time will result in an unhealthy ipnflation-
ary situation which paves the way for future contraction or recession.

Thus within the past few years it has become increasingly common
for public officials to link the words "stability" and "growth" together
and to use them as one term in discussing the objectives of the Employ-
ment Act and the implementation of the act. The two are conceived
of as being closely interrelated, indeed, interdependent. For economic
stability is thought of not in the dictionary sense of permanence or
absence of change, but rather in the sense of minimum fluctuations
around the growth trend. Growth itself is generally equated with the
real increase in net national product.

It is fairly easy to understand why the 2 words are so often linked
together and used as 1 term. Each of them expresses one aspect of
the type of economic process which is consistent with the stated ob-
jectives of the Empioyment Act and indeed necessary for achieving
those objectives. Yet neither of them by itself is sufficient. The word
"stability" by itself is not satisfactory for this purpose. We must
know something of the level at which stability is to be maintained.
But the level which is satisfactory now will be unsatisfactory a year
*f rom now and still less satisfactory a year after that.

On the other hand, the word "growth" by itself is not completely
satisfactory. Growth niust proceed at a rate such that it can be main-
tained in the long run. Some fluctuations in thfe rate of growtthj it is
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generally realized, must occur and must be tolerated in a free society,
but those fluctuations should be relatively minor. In other words,
economic growth should proceed at a relatively stable rate.

Such usage of the words "stability" and "growth" by public offi-
cials is probably in accord with prevailing opinion among reputable
economists today. But is this usage really desirable?

Attention has already been called to the fact that the meaning gen-
erally ascribed to the word "stability" in current discussions of the
Employment Act is very different froi the dictionary meaning. It is
different, too, from the meaning generally ascribed to the word only
a few decades ago by both economists and policymakers. And it is
certainly different from the meaning currently ascribed to "stability"
by economists and policymakers when they discuss price stability.

In view of these facts, the current usage of the word "stabilityi' in
discussions of the genera] objectives of the Employment Act is bound
to be confusing, at least occasionally. In addition, if the type of
growth which is desirable and consistent w ith the objectives of the act
is a stable rate of growth, the use of the word "stability" in the term
"stability and growth" is somewhat redundant. If the word "growth"
by itself is considered inadequate to convey so complex a meaning, or
if we wish to be more explicit on this score, might it not be preferable
simply to make use of the expression "a steady rate of economic
growth" or "a stable rate of economic growth" in our thinking and
talking and writing, rather than "economic stability and growth"?

It would be desirable also for those who use the word "growth"
either in theoretical analysis or in discussions of economic policy, to
give more frequent explicit recognition to the fact that economic
growth is not uniquely determined by technological change and/or
changes in the size of the labor force. The rate of economic growth
is more properly thought of as resulting from the interaction of a
number of factors. Both technological change and an increase in the
size of the labor force, whether occasioned by population growth or
by change in social conventions and attitudes, are of course important
in this connection. But their importance should not cause us to over-
look the role played by such factors as newly developed forms of bus-
iness organization and new business methods, increased accumula-
tion and application of capital even in the absence of technological
change, increased utilization of existing capital, an increase in hours
worked, or an increase in the availability of natural resources.

m

Both Domar and Harrod have demonstrated that while growth
does not insure stability unless the proper rate of growth is achieved
and maintained, it is possible to determine theoretically a stable rate
of growth for a free economy under certain specified conditions. But
is a stable rate of growth for the economy of the United States actu-
ally a realizable ideal

Practically all economists today recognize that there is some rela-
tionship between economic fluctuations and economic growth. It is
rather generally realized that economic growth does not proceed
smoothly or evenly. During some periods growth is retarded. At
times it may even stop or be reversed. During other periods growth
is accelerated, sometimes slightly, and sometimes considerably more
than slightly.
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Not all economists agree on the precise nature of this relationship,
however. There are probably a large number who, even if they have
not followed or do not accept all the details of Harrod's and Domar's
demonstrations, nevertheless do accept their general conclusion that a
tendency to instability is inherent in the growth process; i. e., that
departures from a stable rate of growth will not automatically be
corrected, but will instead lead to further departures. But while
some economists believe that the fluctuations accompanying growth
are necessarily cyclical in character, others believe that this need not
be so.

The distinguished British economist, Harrod, although he does not
believe the existence of cyclical fluctuations in the real world is caused
solely by growth, has nevertheless demonstrated that an understand-
ing of the growth process leads to the expectation that economic
fluctuations of a cyclical nature will occur. His analysis leads to the
conclusion that such fluctuations are not likely to be eliminated com-
pletely in a free society, where the actual rate of growth at any time
is the result of the combined effect of so manv different individual.
decisions. But Harrod does suggest the possibility of reducing the
magnitude of the fluctuations by appropriate policies.

The late Joseph A. Schumpeter believed that there is an inherent
causal relationship between economic growth and cyclical fluctua-
tions, and that cyclical fluctuations.are the mechanism through which
growth occurs. Devoted followers of Schumpeter may, therefore,
question whether it is possible to maintain prowth without cyclical
fluctuations, and whether any attempts to eliminate or even sharply
reduce cyclical fluctuations may not result in economic stagnation,
or at least in a long-run rate of growth much lower than that which
might otherwise prevail.

Most economists in the United States today, however, do not sub-
scribe to this point of view. A substantial number would probably
agree that complete elimination of fluctuations-both cyclical and
noncyclical-from the optimum rate of growth is impossible of
achievement, at least in a free society, and that maintenance of a
perfectly stable rate of economic growth in the United States for an
extended period of time is, therefore, equally impossible especially
since the theoretical optimum itself may change from time to time.

They would probably also agree, however, that the concept of a
stable rate of economic growth is a useful one, not only as a theoret-
ical tool of analysis, but as a guide for policymakers both in and out
of the Government. It keeps uls moving in the right direction, and
while we may never quite reach it, we can certainly reduce the mag-
nitude of fluctuations in economic activity and move closer to the
ideal of a stable rate of growth than we have yet come.

1V

Economists are generally agreed that prices are closely and siznifi-
cantly related to the economic process and the general level of eco-
nomic activity.. They are agreed, too, that the role of prices is com-
plex, since they are a cause with respect to some economic phenomena,
an effect with respect to others, and in many situations may be re-
garded as either cause or effect depending on the point of view or
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point of departure of the analyst. Moreover, they are agreed that
price developments may, and frequently do, have an important in-
fluence on the level of economic activity. With respect to the pre-
cise nature of that influence, however, opinion is divided.

,,-"Within the past 2 years increasing attention has been given to the
concept of price stability in discussions pertaining to the Employment
Act of 1946. A number of economists and public officials have voiced
the belief that stable prices are essential to the promotion and main-
tenance of maximum employment, production, and purchasing power.
Some have even proposed that stable prices should formally be made
a goal of public policy and that an explicit declaration to that effect
should be incorporated in the Employment Act. Among those who
have urged that the act be amended in this fashion are Arthur F.
Burns and William McChesney Martin.

These economists, of course, and others who have voiced similar
opinions are concerned not with individual prices or price relation-
ships, or even with prices and price relationships of groups of closely
related commodities, but rather with the general price level. Often,
however, for reasons which are wholly or largely practical, rather
than conceptual in nature, "the level of consumer prices" is accepted
either explicitly or implicitly as a substitute for "the general price
level."

Some economists who are in favor of amending the Employment
Act believe that the goal of policy should be "reasonable price stabil-
ity"; while others apparently lean toward a more rigid or less flexible
application of the concept of price stability by policymakers. In all
cases, however, those who propose that the declaration of policy in the
Employment Act be expanded to include price stability, use the word
"stability" not in the sense in which it is often used in current discus-
sions of the general level of economic activity (i. e., minimum fluctua-
tions around the growth trend), but rather in the dictionary sense
(i. e., steadiness, absence of change, permanence).

In view of the eminence and prestige of some of the economists and
public officials who have suggested that a stable price level be made an
explicit goal of public policy by amending the Employment Act, it
may seem bold to question the desirability of such action. Neverthe-
less, the. present writers feel that it is important to raise this question.

It may be well at this point to call attention to the fact that within
the past few years there has been an increasing tendency to use the
word "inflation" without defining it, and to apply the term to any rise
in the price level. Such loose usage can only result in a certain degree
of confusion and inconclusiveness in discussions pertaining to inflation
and the price level, since not all participants are talking about the same
thing. In the following pages the term "inflation" is used by the
present writers only to describe a rise in the price level which is not
accompanied or immediately followed by an increase in total produc-
tion of at least equivalent significance. In accordance with this usage
price rises which are accompanied or immediately followed by an
equally significant (or a more than equally significanit) increase in
total production are not considered or labeled inflationary.

The proposal that the declaration of policy in section 2 of the Em-
ployment Act be amended to include price stability, is generally based
on two assumptions: (1) That in the absence of effective preventive
measures, a rising price level will be a basic characteristic of the
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American economy for many years to come; and (2) that effective
implementation of the goal of price stability is and always will be con-
sistent with the promotion and maintenance of maximum employment,
production and purchasing power. A third assumption, although
frequently omitted, or at least not clearly stated, should really also
be included here: namely, that from a technical and administrative
point of view stability of the price level constitutes a desirable goal
of public policy.

The assumption that a rising price level is virtually certain to be a
feature of the American economy for an indefinitely long time to
come is in turn generally based on one or more of the following
assumptions: (1) That the expansionary forces which have played so
important a role in shaping economic conditions in the United States
since the end of World War II will continue to play an equally im-
portant role in the future; (2) that in the future, economic recessions
will be relatively infrequent, and also relatively short, and mild: No
more protracted or serious than the two relatively minor recessions
of 1949 and 1954, for example; and (3) that the Federal Government
will deal with future economic recessions swiftly and effectively. The
course of action pursued diuring the 1949 recession and that pursued
during the 1954 recession, are frequently cited in support of Ithis
point.

The future is, as ever, uncertain and in the end it may turn out that
these assumptions were justified. Nevertheless, there are at present
sound reasons to question the validity of each of these assumptions.

If we analyze the forces making for economic expansion during
the postwar period, it is apparent that we cannot expect them to
operate in the same fashion throughout a future of indefinite dura-
tion. At the end of World War II there was a huge backlog of
pent-up demand for many types of consumer goods and capital goods,
accompanied by- a record volume of liquid savings held by both in-
dividuals and business firms. In addition, throughout the postwar
period the United States has had a rapid rate of population growth,
a rapid rate of technological advance, and a high level of public
expenditures. The increase in Federal expenditures is by now a
familiar story. It is perhaps less generally realized that from 1946
to 1957 total expenditures by State and local governments increased
more than 250 percent. A considerable part of this increase can be
ascribed to the backlog of unsatisfied needs which accumulated dur-
ing World War II, and to the rapid rate of population growth.

The backlog of pent-up demand in the private sector of the economy
which existed at the end of World War II persisted in making its
effects felt for longer than was originally anticipated. It seems prob-
able that the outbreak and the duration of hostilities in Korea were at
least partly. responsible for this prolongation. By now, however, the
backlog of pent-up demand is, of course, a thing of the past. The
rate of population growth continues high. But one of the lessons
of the past 15 to 20 years has been that the rate of population growth
is less stable than we formerly supposed. For many years the rate
of population growth was considered to be subject to such slow, grad-
ual change that the level of population could be predicted with con-

23734-5S 6
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siderable accuracy for some time ahead. More recent developments
have routed this belief. As recently as 1940, many economists and
public officials were concerned about the economic effects of the declin-
ing rate of population growth. There was no hint then of the change
which was to occur within a few years. And when the change did
become evident, it was for some years considered to be a purely tem-
porary phenomenon. Knowing these things, it would be imprudent
for us to base our current actions and plans on the expectation that
the current rate of population increase will be maintained or will rise
still further.

Technological advance, although certainly an important factor, is
notoriously unstable. Continuation and even expansion of the huge
research and development programs which have provided the basis
for most of the technological advance since World War II will not
insure the continuation of an equally rapid rate of technological
advance in the years ahead.

Research and development programs may produce inventions. But
inventions are not synonymous with technological advance. Neew
inventions result in technological advance only when economic condi-
tions favor their economic exploitation. Schumpeter's theory that
the rate of technological advance fluctuates in a cyclical pattern,
although inventions may appear in a steady stream, is widely sub-
scribed to by economists.

Moreover, technological change does not necessarily result in a
net addition to employment opportunities or to income. In many
cases, the immediate effect of a labor-saving machine is to displace
labor. Only if the surrounding economic conditions are favorable
do the displaced workers find other employment opportunities. Simi-
larly, a new product may simply displace an older product without
increasing the total level of production.

Government expenditures cannot be expected to rise as rapidly in
the future as they have in the past 12 years, and it is not even certain
that they will continue at their present level. National security ex-
penditures, which accounted for 87.8 percent of total Federal pur-
chases of goods and services from 1946 to 1957, are very largely re-
sponsible for the increase in Federal expenditures and for their cur-
rent high level. Successful disarmament negotiations and/or a les-
seining of international tension, however, would undoubtedly result
in a reduction in national security expenditures. Such developments
do not appear probable in the immediate future. It is to be devoutly
hoped that these developments will occur before very many years
have passed, however. And in a world that is so full of surprises,
they may occur much sooner than any of us dare hope at the moment.

Even in the absence of successful disarmament negotiations and a
lessening of international tension, there is a possibility that national
security expenditures may decline in the years ahead. Modern imple-
ments of warfare may prove to be less expensive, in the aggregate,
than the older implements they are displacing, and they may not
become obsolete so quickly.

State and local government expenditures will probably level off in
the near future, and may even decline. Some States are already ac-
tively seeking methods of paring their budgets, and with a decline in
the general level of economic activity other State and local govern-
ments may be expected to follow suit.
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The same arguments just marshaled to support the view that we
cannot expect the forces making for economic expansion during the
*postwar period to continue operating in the same fashion indefinitely,
may also be cited in questioning the validity of the assumption that
future economic recessions will be relatively infrequent, and also rela-
tively short and mild.

Our experience since the end of World War II gives us some basis
for hope on this score, but it does not provide a satisfactory basis for
firm belief. The mildness of the recessions of 1949 and 1954 may
very well be related to the strength of the forces we have just been
discussing. If that is so, as these forces lose their strength we may
once against experience more serious and protracted declines in eco-
jnoinc activity.

Recent experience and our hopes for the future should not blind
us to the fact that our basic economic institutions are still substanti-
ally the same as in the 1920's and the 1930's. The role of the capital
goods sector of our economy fs as important as ever, and no foolproof
method of eliminating the inherent instability of this sector of our
economy, or neutralizing the effects of this instability has yet been
devised and tested.

The Federal Government acted wisely and well to help counter the
recessions of 1949 and 1954. Those recessions, however, were essen-
tially inventory recessions which are relatively simple to deal with
and which in any case tend to be relatively mild and brief. A sharp
decline in public expenditures or in investment outlays, might produce
an economic decline of a more serious character. We do not yet know
whether the Federal Government can act with the requisite speed and
effectiveness in the face of such a situation.

Moreover, in any actual situation it is no longer a question of what
the political authorities can do but what they will do. Consider the
sharp differences of opinion being expressed about the nature and
scope of the measures which should be adopted to deal with the present
economic recession. When conflicting advice is offered a choice must
be made, and the choice may prove to be faulty. If this occurs, even
a decline which theoretically could be arrested will not be arrested.
It may instead deteriorate into a genuine depression.

The-second assumption of those who propose amending the Employ-
ment Act to include price stability as a goal of public policy, is that
effective implementation of the goal of price stability is and always
will be consistent with the promotion and maintenance of maximum
employment, production, and purchasing power. If this assumption
is evaluated on the basis of either history or theory, however, it ap-
pears to be of questionable validity. It is generally accepted that
economic growth is necessary for the promotion and maintenance of
maximum employment, production and purchasing power. And the
historical record reveals a remarkably close relation between economic
growth and a rising price level.

In thb past, economic growth has occurred largely during the ex-
panding phase of the business cycle. The tendency of prices to rise
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during a cyclical expansion has been recognized by virtually all eco-
nomists. Arthur F. Burns himself writes:

One of the plainest teachings of history is that rising prices are a recurring
feature of the expanding phase of the business cycle.'
Moreover, the work of Simon Kuznets indicates that this relation be-
tween rising prices and economic growth is not purely a short-run
phenomenon: it holds good in the long run as well.2

Theoretical analysis suggests that the association of rising prices
with economic expansion or growth in the past has not been fortuitous,
and that a similar association may be expected in the future. Eco-
nomic expansion or growth occurs when aggregate demand is strong
in relation to current output, and gives evidence of increasing fur-
ther. These are the same conditions which provide the basis for ris-
ing prices. When aggregate demand is not strong in relation to cur-
rent output, and when there is no evidence that demand is increasing
there is no sound basis for rising pkices and at the same time no rea-
son for economic' production and capacity to increase.

Moreover, a slowly or moderatively rising price level tends to en-
courage economic expansion and growth. Since interest rates and
wage rates tend to lag behind other price changes, a slowly or moder-
ately rising price level is 'generally associated with rising profits. In
addition, both consumers and business firms tend to satisfy their needs
more promptly and even to anticipate them to some extent when theprice level is rising, so that the increase in prices tends to enhance
demand. Businessmen thus have a double incentive to expand their
output and capacity.

Nothing herein should be construed to mean that a rising price levelis desirable under all circumstances, or that a continuously rising
price level is a necessary requisite for continuous economic growth.
The conclusion suggested is much more modest-namely, it does not
appear likely that price stability will, under all circumstances which
may arise in the future, be consistent with promotion and mainte-
nance of maximum employment, production, and purchasing power.

VII

The assumption that price stability constitutes a desirable goal of
public policy from a technical and administrative point of view is
seldom, if ever, explicitly stated by those who propose that the decla-
ration of policy of the Employment Act be amended to include main-
tenance of a stable price level as one of the objectives of public pol-
icy. But this assumption must be accepted by anyone who seriously
considers the proposed amendment necessary. Here again, however,
past experience and theoretical considerations both give rise to sev-
eral questions.

Since it does not appear likely that price stability will, under all
circumstances which may arise in the future, be consistent with pro-
motion and maintenance of maximum employment, production, and
purchasing power, if price stability is added to the Employment Act,
policymaking officials will sometimes, be faced with the necessity of
choosing between price stability and the other objectives of the act.

lArthur F. Burns, Prosperity Without Inflation (Fordham University Press, 1957), p. 12.2 Simon S. Kuznets, Secular Movements in Production and Prices (Houghton Mifflin Co.,19,,0), ipp. 200-2.
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This will tend to cause confusion and dissension, and may result in
other undesirable consequences as well.

If price stability is always granted priority, this wvil greatly limit
the flexibility of action which it is desirable and presently possible
for policymaking officials to exercise. It may seriously reduce our
chances of realizing or approximating the optimum growth rate.

If price stability is not always to be granted priority, it does not
really constitute a very satisfactory guide to policymakers without
some indication of the circumstances under which it is to receive
priority or the level at which they should attempt to maintain sta-
bility. Would all price rises be regarded as inflationary? Or would
some attempt be made to distinguish between a price rise accom-
panying an expansion in economic activity following an economic
recession, and a truly inflationary situation? If so, how would the
distinction be made? In particular cases, it might wovell prove neces-
sary to decide when healthy economic expansion ends and when infla-
tion begins. And similarly, would all downward movements in the
price level be regarded as unhealthy? If not, how would the dis-
tinction be made between those which should be tolerated and per-
mitted to run their course and those which should be halted or
reversed?

If the goal of price stability is not to be granted priority except
at the discretion of policymnakihg offidials) or if -price movements are
merely to be one of a number of factors considered by policymaking
officials in reaching decisions on public policy, why is it necessary to
amend the Employment Act? Surely price movements are already
seriously studied and taken into account by those responsible for giv-
ing effect to the provisions of the Employment Act.

In this connection it is perhaps worth quoting from a paper sub-
mitted to the Joint Committee on the Economic Report in 1955 by
Alvin H. Hansen:

A high degree of stability in the value of money must be an important con-
sideration of public policy. Yet we are * * * in considerable danger of making
a fetish of rigid price stability. This fetish could easily become a serious ob-
stacle to optimum expansion and growth.'

It seems pertinent also to raise the question of whether price sta-
bility constitutes a feasible- goal of -public policy . Quite aside from
any od the. finer technical points involved here, is .our current knowl-
edge of economic theory, techniques of public policy and the manner
in which our economy functions and responds to policy decisions,
sufficiently far advanced so that we can realize the goal of price sta-
bility? If the answer be made that although we cannot achieve com-
plete stability, we may nevertheless achieve reasonable stability, it
merely raises another question. What is reasonable for this purpose?
If the act does not specify, it must be left to the discretion of policy-
making officials. But is that not where the matter stands right now
without any amendment?

Actually, current developments as well as those of the recent and
more distant past indicate that change or lack of change in the price
level does not always constitute a very useful guide to policymakers
who must decide what course of action to recommend or pursue.

gFederal-Tax Policy for EconomlcGrowth-and.Stability (U. S. Government Printing
Off1ce, 1955), p. 17.
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Prices tend to lag behind changes in underlying economic condi-
tions. Price movements are, therefore, frequently a tardy indicator
of the need for action. They may give warning after the event has
already occurred, or after the time for successful application of re-
straining or corrective measures has already passed. Considered by
themselves they may even suggest the need for action of a type which
is clearly inappropriate in the light of other economic indicators.
The continuing rise in the Bureau of Labor Statistics cost-of-living
index during the current economic recession is a case in point. The
decline in the BLS Consumer Price Index from 1926 to 1929 to
another.

Similarly, stability of a price index is not always an indication that
all is well, nor does it always augur well for the future. Consider,
for example, the remarkable stability of the BLS Wholesale Price In-
dex from the beginning of 1927 to the autumn of 1929. A price index
may remain stable even if significant fluctuations occur among vari-
ous components of the index.. The relative stability of the BLS Con-
sumer Price Index from 1952 to 1955 was actually the result of a
decrease in prices of many commodities and a simultaneous increase
in prices of services. The relative stability of the Wholesale Price
Index over the same period was actually the result of a decrease in-
wholesale prices of farm products and processed foods and a si-
multaneous increase in prices of other commodities. At times, changes
in the components of a price index are more significant and more
useful as guides to policy makers than relative stability of the total
index.

Consider also the possibility of a general price decline which might
occur as the result of increasing productivity. This is no longer con-
sidered a very likely development by most economists. But if it did
occur, should the price decline be accepted as an indication that cor-
rective or restraining measures are desirable?

Actually, of course, in a technical or- statistical sense, there is no
such thing as "the general price level." It is well known that al-.
though we do have several good indexes which are useful for mea-
suring price movements affecting specific aspects of our economy, we
do not have a satisfactory index of general price movements, nor are
we likely to have one in the foreseeable future. What, then, should-
be used as an indicator of general price movements?

Since the different indexes useful for specific purposes sometimes
move in diverse fashion, they cannot all be given equal considerations'
in deciding matters of general policy. It is necessary to choose among
them. At present there is considerable support for using the BLS
Consumer Price Index as an indicator of price movements for gen-
eral policy purposes. Undoubtedly, this proposal has much to com-
mend it from a political point of view. 'In the past, however, most
economists and statisticians have leaned toward the view that the
Consumer Price Index is less useful than the Wholesale Price Index
for this purpose. This attitude was based on their recognition that
consumer prices tend to lag behind wholesale prices, and that whole-
sale prices are most basically and intimately related to the economic
process than consumer prices. This point of view is quite as valid now
as it ever was.

These technical and administrative considerations point to the same
conclusion indicated by the arguments presented in the preceding two

72



ECONOMIC STABILITY *AND GROWTH 73

sections of this paper; namely, that it would be unwise to amend the
Employment Act by adding price stability to the objectives presently
included in the declaration of policy.

vm

It is perhaps worth noting that several times in the past when
congressional action has been proposed to make price stability the
sole or chief goal of the policies and actions of the Federal Reserve
Board, Federal Reserve officials have presented eloquent testimony
in opposition to these proposals, and have made use of some-al-
though not all-of the same arguments cited above.

Even now, despite Chairman William McChesney Martin's public
statements in favor of the proposal that the goal of price stability
be incorporated in the Employment Act, the members of the Board
of Governors apparently are not unanimously agreed on the desirabil-
ity of this proposal. Not very long ago, Charles N. Shepardson, a
member of the Board of Governors, observed:

As is evident, we have not been completely successful in our efforts to contain
inflationary pressures. But perhaps we should not be too severe on this lack
of perfection. I doubt that perfect price stability can ever be achieved in a
free-enterprise system, or any other system for that matter. Furthermore, I
am not at all sure that it would be wholly desirable. Some upward drift in
prices during periods when demands are pressing against our resources and
some decline following these unusual periods of hyperactivity are not only un-
avoidable but perform a useful function in helping to bring about adjustment
of spending and saving decisions in the economy.'

One of the arguments most frequently cited by those who favor
amending the Employment Act by adding price stability to the decla-
ration of policy, is that even a slowly or moderately rising price level
has uneven economic effects and that it has particularly undesirable
effects on retired persons living on past savings, on recipients of
pensions or annuities, and other individuals with fixed incomes.

In arguing against the proposed amendment to the Employment
Act, the writers do not wish to appear unmindful of the validity of
this argument. But the validity of this argument does not weaken
our position. The point of view expressed in this paper is, first of
all, based on the belief that policymaking officials already have ample
basis for adopting measures to restrain undesirable price rises. More
rigid adherence to the goal of price stability might have undesirable
effects on the general level of economic activity and the general level
of economic well-being which would far outweigh the possible bene-
ficial effect on the groups referred to in the preceding paragraph. It
might even have undesirable effects on some of the individuals in these
groups. In a severe economic contraction, individuals sometimes lose
all or a substantial part of their savings very quickly. Business firms
necessarily reduce or suspend dividend payments and sometimes de-
fault on contractual interest payments as well. Many incomes which
are customarily regarded as fixed nevertheless do decline during a
protracted depression.

I See his talk before the National Agricultural Credit Conference In November 21, 1957,
entitled, "Monetary Policy in Our Economic Climate," p. 11.
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Rigid adherence to the goal of price stability might thus do more
harm than good even to the group it was intended to help. It would
seem preferable, therefore, not to rely on price stability for this pur-
pose, but rather to devise new techniques more specifically directed
toward the special problems of this group, which would not involve
the possibility of such widespread undesirable side effects.



II

THE MEASUREMENT OF PRICE CHANGES AND
PRICE RELATIONSHIPS
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Il. The mea8urement of price changes and price relationships
A. How do changing technology, changing physical characteris-

tics, changing uses of products and services, affect the sig-
nificance and usefulness of price comparisons between dif-
ferent time periods?

B. What is the distinction between relative price movements and
changes in "the price level"?

C. Given today's markets and institutions, what are the identify-
ing characteristics of "administered" compared with "com-
petitive" prices?

D. What would be the characteristics of a general price index
adequate for economic policy purposes? Would more than
one index be needed? If so, why?

E. When "the price level" enters into decisions about policies to
, promote economic stability and growth, which of the avail-

able indexes would, in theory, be best as a measure of general
price movements; e. g., the Consumer Price Index, the
Wholesale Price Index, the gross national product deflators,
or other? How could existing indexes be improved to come
closer to the ideal?
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THE MEASUREMENT OF PRICE CHANGES

Kenneth J. Arrow,' Stanford University

In this paper I will be concerned almost exclusively with measure-
ment of the cost of living, or the Consumer Price Index, as it is now
called. It is this field of price indexes to which economic theory has
made the most important contributions directly. However, I am quite
-convinced that there are no great differences in principle as far as
other price indexes, such as the Wholesale Price Index, are concerned.
All commodities in a sense are intended ultimately for consumption
and therefore all prices reflect indirectly the valuations placed on them
by ultimate consumers (including, in many cases, investors).

Stress will be laid on the theoretical contributions. Recommenda-
tions as to sources of data and representativeness of sampling can
hardly be done effectively by one outside the Government agencies
responsible.

I. BASIC CONSIDERATIONS

A consumers' price index is a measure for one period of time, say
1, with respect to another period, say 0. It is generally defined as the
ratio of the expenditures needed in time 1 to maintain a given stand-
ard of living, to the expenditures needed in time 0 for the same pur-
pose. The standard of living for this purpose clearly cannot be iden-
tified with a fixed basket of commodities. Suppose, for example, that
in the base period 0, the price of beef is high, while that of 4amb is
low, while the reverse is true in period 1 due to, say, a change in sup-
ply conditions. We would expect the consumer will purchase a great
*deal of lamb and relatively little beef in period 0, and the reverse in
period 1. If we use as a fixed basket of goods that consumed in the
base period, then we will find a rise in the cost of living because the
lamb, which has appeared so strongly in period 0, has undergone a
-price rise. On the other hand, the reverse would be true if we started
with period 1 as the base period.

There seems no recourse but to recognize frankly that a standard
of living is not any fixed basket of goods, but a subjective level of satis-
faction. In the example just given, it may well be that the consumer
feels about as well off in one period as another since he has had a
chance to compensate for the price changes by changes in the propor-
tions in which different commodities are consumed. The Government
statistician, for obvious reasons, shies away from the notion of tying
the objective-seeming price index to subjective concepts of utility, or
satisfaction, but in fact there is no escape in this proposition. Any
attempt to explain the meaning of the cost-of-living index must even-
tually come to the notions just described unless we are to stop at banal

1 ThIs paper was prepared during the tenure of a Ford Foundation faculty research
fellowship. I wish to thank also the Office of Naval Research, whose grant permitted
research and secretarial assistance.
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tautologies analogous to "national income is that which is measured
by national income statisticians."

It is, of course, perfectly true that we are not in the position now,
and we may never be, to measure the subjective satisfactions of con-
sumers directly. However, as the previous example already hints,
economic theory argues that something at least, can be learned by
studying the overt behavior of the individual on the market. The
reason is that the individual is motivated to secure for himself the
highest utility consistent with his monetary resources. His utilities
or satisfactions then are already reflected in market behavior and it is
not implausible, therefore, that we may use this behavior to cast some
light upon his satisfactions and in particular upon the cost-of-living
index as defined previously. Unfortunately, as is well known, the in-
ference from quantities and prices observed to the true cost-of-living
index is by no means a simple one.

Let us consider the simplest inference, a very well-known one.
Suppose we wish to know the cost-of-living index defined as the mini-
mum expenditure in period 1 needed to obtain the level of satisfaction
of period 0 as a ratio to the expenditure in period 0. One way to make
sure to achieve the same level of satisfaction in period 1 as in period 0
is to purchase the same goods. This will, in general, not be the cheapest
way of achieving that level of satisfaction. Let po and pi denote
prices in periods 0 and 1, respectively, and let q0 represent quantities
in period 0'. Then the above reasoning shows that-

Xplq 0

will be at least as great and probably greater than the true cost-of-
living index.

We thus see that price-quantity figures permit some inference as to
the true cost-of-living index. In this case, they set an upper bound,
but we also see that a simple set of figures does not give a complete
determination. In particular, the formula used is a base-year weighted
price index (frequently referred to as Laspeyres' formula); that is,
it is precisely the formula which is used in most ordinary statistical
work. We see, then, that this formula tends to overstate the rise in the
cost of living from any.fixed base. It is indirectly the realization of
this fact which causes the base to be revised as frequently as it is.

In the following sections we will suggest the use of additional
information other than that used in the formula just given to narrow
down the limits which we can place on the true cost-of-living index
by inference from price-quantity observations.

II. THE USE OF ENGEL CURVES FOR PRICE INDEXES

The definition of the cost-of-living index number suggests imme-
diately that it really should not be regarded as a single number. The
cost-of-living index number corresponding to one level of satisfaction
in a base period may be very different from that in another. This
shows up conspicuously when the differences are large, as between poor
and rich. The consumption pattern of the rich is quite different from
that of the poor and a shift in prices which increases the cost of living
to one may decrease it to another. Thus, if servants' wages rise while
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the prices of manufactured goods fall, it may well be that the expendi-
ture needed by a wealthy person to maintain his standard of living;
i. e., his level of satisfaction, will be going up, while that of the poor
person is going down. This fact is implicitly recognized in index
numbers which restrict their announced coverage to "middle-income
families," but it argues that quite a bit more can be done along these
lines. There should be a separate cost-of-living index iumber for each
income level.

Empirical data on which any such index numbers are stressed are
found in budget studies. For those, we have 2 years, 0 and 1, in
which the budgets of individuals over a wide range of incomes have
been made available. FQr each commodity, we can find the average
consumption in each income class. The relation between consumption
of a particular commodity and income is known as an Engel curve,
after the German statistician of the last century, who pioneered in this
area. We assume, then, that we have an Engel curve for each com-
modity in each of the 2 years under consideration. We now construct
two new curves which represent, at each income level, the purchases
of commodities in 1 year evaluated at the prices of the other. Thus,
if E1 represents an expenditure level in year 1, take the average
amounts consumed of each commodity by those with expenditure level
E1, and calculate what that bundle would have cost in the prices of
year 0. In symbols, if ql (E1) represents quantities purchased in
year 1, when total expenditures are E1 , then in the notation previously
used, we calculate

Zpoql (E)
which will be designated as E10 (E1 ). A similar calculation can be
made interchanging the roles of the years 0 and 1. Thus, we have
a second curve E 1 t (E0 ). For any expenditure level Eo in year 0, let
qo (E.) be the commodities purchased by individuals whose total
expenditure was E,. Then

Eo (Eo) =5"&1 qo(Eo).

We will plot the two curves on the following diagram, figure 1 (p. 87).
The horizontal axis represents expenditures in year 0, the vertical axis
those in year 1. The curve E01 (E.) will be plotted against the hori-
zontal axis. The curve E1, (E1 ) will be plotted against the vertical
axis.

The problem of finding the true cost of living is that of matching
up expenditures Eo and E1 so that for each value E0 we find the
corresponding minimum expenditure E1 which will yield the same
level of satisfaction. We want then a curve relating the two variables.
To read a cost of living index number for any given level of satisfac-
tion on this curve, we may take a particular value of E, and find
the corresponding value of E1; the ratio of these two values is the
cost of living index corresponding to an expenditure level of E, in
the base period. The fact that the curve will not usually be a straight
line to the origin shows that the cost of living index number will in
general vary by income levels.

The question is the determination, or at least the approximation,
of this expenditure-equivalence curve. The reasoning of the preced-
ing section shows that for any E,, E(, (Eo) is an overstatement of the
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equivalent expenditure in year 1. Reversal of the argument shows
that for any expenditure E1 in year 1, the number E1o (E,) is an over-
statement of the equivalent expenditure in year 0. Therefore we
can say without any further discussion that the expenditure-
equivalence curve must lie between the two curves Eo1 (E0 ) and
E,0 (E,). For a verbal reference, we will refer to the first of these
as the current-year weighted base-year expenditure curve and the
base-year weighted current-year expenditure curve.

It is already clear from this discussion how much more informa-
tion is contained about the cost of living index by the knowledge of
the two sets of Engel curves than from simply knowing some kind
of national average. The latter at best amo'unts to knowing one point
on each of the two expenditure curves. While there is some informa-
tion contained in this statement since the expenditure-equivalence
curve would have to lie between the two points, it is clear that the
restrictions on the location of the curve are not very severe.'

In many cases the two expenditure curves will be very close together
so that the expenditure-equivalence curve will be determined quite
accurately. An approximation formula has been developed for the
interpolation of expenditure-equivalence curve by the late Abraham
Wald.3 If we refer to figure 1, we can take any base year expenditure
E0 and find from the curve E1 0 (E1 ) that expenditure in year 1 for
which the base-year weighted expenditures are equal to E0 . In the dia-
gram this value is represented by E10 * (E 0 ). It is clear from the dia-
gram that this value is an underestimate of the equivalent expenditure
in year 1. We have already noted that E0 1 (Eo) is an overestimate
of the equivalent expenditures. It is natural then to seek for a method
of averaging the two. The particular average suggested by Wald is
the following: Let ao1 be the slope of the upper curve at point B,
and let a* (,,) be the slope of the lower curve at A. In both cases the
slope is found with respect to the E0 -axis, that is, the way the curves
are drawn now. Then Wald's formula is

VaboEOx (E0) + Varo E; o (El)

In the present state of theory this seems about as satisfactory a for-
mula as can be found.

It will, of course, be objected that obtaining Engel curves from an-
nual budget studies is an expensive operation. Here, as elsewhere,
the rule that you don't get something for nothing is applicable. It
seems clear that higher accuracy in the index'numbers require greater
expenditure by the Government. The value received in terms of abil-
ity to make better economic plans will unquestionably repay addi-
tional expenditures many fold over.

This is especially true in the present context because annual budget
studies have many other uses than the improvement of index numbers.
Changing consumption patterns will be detected at a much earlier

2 The Importance of Engel curves for a more accurate determination of price index num,
bers was first pointed out by Ragnar Frisch. For a very clear exposition at greater length
than the above, see his paper, Some Basic Principles of Price of Living Measurements,
Econonmetrica, vol. 22, No. 4, October 1954, pp. 407-421.

s Wald's results were first published in A New Formula for the Index of Cost of Living,
Econometrica, vol. 7, No. 4, October 1939, pp. 319-331. For a simpler exposition, see
K. S. Banerjec, Simplification of the Derivation of Wald's Formula for the Cost of Living
Index, Econometrica, vol. 24, No. 4, July 1956, pp. 296-298.
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stage and will find a great deal of use both in private industry and in
many Government policies, such as the prediction of revenues from
excise taxes; the consumption weights used in national income calcu-
lations can be greatly improved.

I would further urge that if budget studies were put on an annual
basis provisions be made that a major proportion of the families be
reinterviewed annually. The value of panel studies-that is, re-
peated studies on the same individuals has been amply demonstrated
in recent work on consumption patterns as well as on sociological
phenomena. The effect of income changes and changing age and
family composition on consumption can be studied in this way as in
no other. The variability of income and expenditures over time will
form an important tool in the study of income distributions. There
are thus many side benefits to annual budget studies and their analysis
in terms of Engel curves, so that one can easily justify the additional
expenditure.

m. MLMPLE TIMM COMPARISONS

The preceding section has dealt with comparisons between 2 points
of time, say 2 successive years. However, one of the main functions
of an index number is to provide a time series for the cost of living.
We would like to be able, in fact, to make all sorts of comparisons
including, ideally, comparisons of the cost of living in periods quite
remote in time. To begin with, we will consider orny the single com-
parisons based on national averages which are currently used, and
abandon the Engel-curve approach of the last section.

It has been seen to begin with that the use of quantity weights as of
a fixed time period tends to overstate the increase in the cost of living
in a subsequent time period. Thus, if 1947 rates are used, the price
index of 1955 will be higher with respect to 1947 than it should be.
The same will be true of the price index of 1956. The indexes are
also used to compare 1955 with 1956. Here it is not clear what the
bias will be but it is clear that the 1947 quantity rates may or may not
be very useful ones for the 1955-56 comparison.

There is a considerable divergence of viewpoint here between the
practice of statisticians of almost all governments and the views of
index number theorists. In comparisons involving distant points of
time, index number theorists generally take 1 of 2 positions: Either
they argue the comparison between any 2 years should be based solely
on the data for those 2 years and not on any others, or they advocate
a chain index. In a chain index comparisons are made only for ad-
jacent years directly. The resulting index numbers for pairs of
years are then multiplied together in an obvious way to get index
number comparisons between years which are not consecutive. Thus,
an index number for 1949 with respect to 1947 would be obtained by
multiplying the index for 1948 with respect to 1947 by the index for
1949 with respect to 1948.

It is not ossible to give a d fini tive argument on the relative merits
of chain index numbers and the more conventional fixed weight index
numbers, primarily because neither is a thoroughly accurate solu-
tion. Nevertheless, there are some considerations that suggest that
as between the two, the chain index number is preferable.
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First, it is clear from the preceding discussion that the difficulty
with index number comparisons arises because of the inadequate
knowledge of the want structure of the individual. An increase in
the number of observations made on market behavior would be ex-
pected to increase the possible accuracy of index numbers.4 The up-
ward bias in base-year-weighted index numbers illustrates the in-
evitable errors due to the use of a limited number of observations-
in this case, a pair. A chain index number between 2 points of time
separated, say, by 5 or 6 years, makes use of all the intermediate
observations.

Second, the difficulties and possible errors of index number com-
parisons are increased when the consumption patterns in the two
periods being compared are farther apart. Economic magnitudes
tend to change continuously. Comparisons of adjacent years, then,
are comparisons between more nearly homogeneous universes. It
is more legitimate to use various approximations such as averaging
of quantity weights. Indeed, the weights based on quantities in 2
adjacent years will differ less than they will in years taken further
apart, as a rule. Therefore, each link in the chain index number will
be more accurate than direct comparisons at some distance apart.

That these considerations play some role in practice is shown by the
relatively frequently changes in base years employed in practice. If
the base of an index number is changed relatively frequently, there is
in effect a chain index number, calculated perhaps on a quinquennial
rather than annual basis. Once the need for changing bases is rec-
ognized; it becomes merely a question of discussing the opti-
mal frequency. An attempt at a logical foundation for chain
indexes has been given by Francois Divisia.5 If we write
down the statement that total expenditures equals the sum of
expenditures on individual items, where expenditures on any
one item is equal to the product in price and quantity, E=Ypq,
then during a small period of time the change in the rate of ex-
penditures can be expressed approximately in the following way:
AE=Y~pAq+±Rqap. Here the symbol A means "change in." This
formula assumes that in a small period of time prices and quantities
can only change by small amounts. The first term represents that
part of the change in expenditures attributable to a change in quanti-
ties evaluated at the original prices and can therefore be thought of as
the change in a certain quantity index. Similarly, the second term can
be thought of as attributable to the change in prices using quantities
as weights. If we imagine that we have both a price index and a
quantity index, it is natural to demand that their product be equal
to total expenditures E = PQ and therefore a small change in expendi-
tures will be approximately expressed by AE=PAQ+QAP. Com-
parison of the two formulas for AE suggests that the right-hand sides
-can be identified term for term. Carrying out in detail the reasoning
suggested here shows that the price index is a chain index with quantity
weights. In each length of the chain, if the links are sufficiently short,

'For a more extended discussion of the possibilities and limits of improving index num-
ber comparisons by increased observations, see Paul A. Samuelson, Foundations of Eco-
nomic Analysis, Cambridge, Mass.: Harvard University Press, 1947, pp. 146-163.

6 For a description of Divisia's viewpoint, see Erland, v. Hofsten, Price Indexes and
Quality Changes, Stockholm: Bokforlaget Forum, and London: George Allen and Unwin,
1952, pp. 2i-23.
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the base-year and current-year quantities will be very similar so that
it makes little difference which is used. Ideally, actually, the links
should be very short in time indeed but there are some difficulties with
seasonal fluctuations which suggest that it is unwise to use periods
shorter than I year.

Divisia's reasoning is plausible but is not closely tied to the definition
of a cost-of-living index in terms of expenditures needed to maintain a
given level of satisfaction. The connection between the two concepts
has been investigated to a certain extent by Jean Ville.6 In .general
he shows that the chain index does not give exactly the true cost of
living index except in the special case where at any fixed set of prices
an individual will divide his income among different commodities in
the same proportions, regardless of the level of his income. That is,
the Engel curves are straight lines through the origin. This case is, of
course, unrealistic although it may be approximately valid for rela-
tively small changes in real income.

The reasons why the chain index falls short of perfection can be put
in different ways. One thing to note is if additional observations are
designed to get a better knowledge of the want structure of the in-
divilual, then there is no reason to confine oneself to observations in
temporal order. All information within a time period in wvhich
wants can be regarded as homogeneous should be equally relevant to
a comparison between any two time periods. Another point is that
if the level of satisfaction of the population is rising as is usual, then
the comparison b tween successive years referred to different levels of
satisfactions.; After a period of time, then, the chaining involves
pirice changes which are irrelevant to different standards of living.
The special case, which Ville discussed, is one in which the consump-
tion pattern is the same at all levels of satisfaction and so no ambiguity
arises. One form in which these imperfections may show up is the
following paradox: It can happen that prices vary over time in such
a way that after a few years, let us say, they return to their initial
values. Obviously in that case, any properly defined price index
should be equal to 100 as between the beginning and end years. Yet
it is possible for a chain index number to differ from 100, either above
or below. If, for example, as is usual in seasonal fluctuations, prices
tend to be high when quantities are low, and vice versa, then in general
the chain index will tend to give too high a value.7

Too much should not be made, however, of paradoxes like this.
Virtually any index number lunown can lead to similar difficulties in
suitably unfavorable circumstances.

On balance, the case for chain index numbers as opposed to fixed
weight aggregates seems strong in spite of the drawbacks just noted.8

However, the case is considerably strengthened if we combine the
chain index of this. section with the Enigel curve methods of the last.
Since each pairwise Engel curve comparison gives us a complete set
of equivalences between expenditures in one year and expenditures in

8 See his paper. "Sur les conditions d'existence d'une ophellmite totale et d'un indice
du niveant des prix, Annales de rUniversite de Lyon, see. A (3), vol. 9 (194(i). pP. 32-39,
particularly pp. 36-38: translated into Engilsh as The Existence-Conditions of a Total
Utility Function, Review of Economic Studies, vol. XIX (1951-52). PP. 123-128. particu-
larly pp. 125-127.

'This was pointed out by Ladislaus von Bortkiewicz; see v. Hofsten, op. cit., pp. 14-
15. 27.8 Tbls position is also taken by Frlsch, op. cit., p. 417, and Bruce D. AMudgett, Index
Numbers, New York: John Wiley & Sons, and London: Chapman and Hall, 1951, pp. 70-79.

23734-58--7
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the next, the chaining is quite straightforward. Given any expendi-
ture level in, say, 1947, we can find expenditure in 1948 which gives
approximately the same level of satisfaction. Starting with expendi-
ture levels for 1948, we can find the corresponding expenditure levels
for 1949. By linking the two pieces of information we can find an
equivalence between expenditure levels in 1947 and 1949. This is still
a chain comparison subject to the disabilities noted above. It finds
its primary justification in the assumption that neighboring compari-
sons are apt to be more accurate than those at a distance. In terms
of figure 1 the two bounding curves are a t to be much closer together
than they are for comparisons of several years apart.

A more experimental approach to index numbers based on multiple
comparisons of time has been originated in a paper by Lawrence
R. Klein and Herman Rubin." If we have observations for a number
of years, we have some possibility of estimating the effect of price
changes on the consumption of different commodities. One can hope,
at least, to obtain demand functions which express the consumption
of any commodity in terms of the prices of that commodity and com-
petitive ones, and the income of the country or of the individual if
we have observations on separate individuals. If the demand func-
tions are accurately obtained. it is possible to infer the underlying
want structure and therewith to make all desired cost of living com-
parisons. The problem resides in the difficulty in accurately determin-
ing statistical demand functions; nevertheless a great deal of progress
has been made on this in recent years. It would seem worth while to
experiment with this approach in different ways and see how it coin-
pares with other, more traditional methods. In principle, it is cer-
tainly the most satisfactory since, for example, all observations are
treated equally thereby using more information.ie

IV. THE PROBLEM OF QUALITY CHANGES

One of the greatest problems in any index number comparisons over
time is that of changes in the quality of existing commodities or the
introduction of new ones.' A thorough theoretical analysis of the sub-
ject is found in the book of Erland von Hofsten who has been in charge
of the Swedish cost of living index." We will discuss the problem
here mainly from the Engel curve viewpoint of section II.

It should be made clear that we are discussing this problem at a
theoretical level where it is assumed that we have a price for every
conceivable commodity, including every variety. We ignore here the

9 A Constant-Utility Index of the Cost of Living, Review of Economic Studies, vol. 15,
1948. pp. 84 87.

15 Klein and Rubin analyzed the particular case where the demand functions are such
that the expenditure for any commodity is a linear function of prices and income. They
obtain, therefore, a specific formula for the cost of living index number. Paul Samuelson
has objected that the linear demand functions are not likely to be found in practice; see
Some Implications of Linearity, Review of Economic Studies, vol. 15, 1948, pp. 88-90.

However, linear functions have been fitted to British data by J. R. N. Stone; see Linear
Expenditure Systems and Demand Analvsis: An Application to the Pattern of British
Demand, Economic Journal, vol. LXIV, No. 2559 September 1954, pp. 511-527. For an
excellent exposition, see Ragnar Frisch, Linear Expenditure Functions, Econometrica,
vol. 22, No. 4, October 1954, pp. 505-510.

Klein and Rubin assumed that the demand functions needed for their Index would be
obtained statistically by fitting to aggregate data. If Engel curves were available for each
year, the chances of reliable fits would be much improved. In any case, it should be made
clear that any statistically derived demand functions which satisfy certain consistency
conditions can be used to derive index numbers; they need not be of the linear form
assumed by Klein and Rubin.

'1 For reference, see footnote 5.
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question of sampling in groups of related goods at a representative
price. The splicing method frequently used in discussing quality
changes depends in part on a sampling concept as well as a purely
theoretical one. The difficulties attached to the sampling process
have been ably pointed out by von Hofsten.12 At this level of abstrac-
tion there is no logical difference between a different variety of the
same commodity and a different commodity. We will assume our
classification as fine as called for by the circumstances so that, for
example, two different models of Cadillacs are to be regarded as sepa-
rate commodities.

Suppose then we observe, in comparing year 0 with year 1, that a
commodity appears in year 1 which was not consumed at all in year 0.
Actually, from the Engel curve point of view, the problem might arise
at each expenditure level. We may find a commodity purchased only
by upper income people in year 0 which is now purchased in
year 1 by lower income individuals. We will postulate that the want
structure of individuals is the same in the two situations in spite of
the introduction of t I iew commodity. The absence of a commodity in
the former period will be explained by the hypothesis that the price
at which it could have been produced was so high that the demand for
it would be 0. The problem comes in evaluating the lower boundary
curve of figure 1, E1o(E1). Some of the current year expenditures
will be of the new commodity. When reevaluated at base-year prices,
what price shall be assigned to it? The theoretically correct answer
will be the lowest price which will keep every individual from pmu-
chasing the commodity. Unfortunately, this price, unlike the others
that have been used to this point, is a hypothetical one, not an actual
one, and its use introduces a hypothetical element into the calculations.
However, I believe that any rule which will accomplish the end of
accounting for quality changes in a price index must involve judgment
somewhere and it is deceptive to state an objective-sounding rule
which is not based on a logical theoretical foundation.

It will be useful to distinguish between several situations. One is
that in-which a new commodity rather different from any now existing
is being introduced-e. g., automobiles around the turn of the century,
or television sets more recently. Here there is apt to be a continuous
rise in consumption. The first year in which the commodity is intro-
duced the consumption is probably rather small. Therefore any error
committed in attributing to the previous year a hypothetical price
will not have a great effect on the base year weighted current year
expenditure curve. Here again we have an example of the value of
a chain index. There is no point at which the introduction of a new
commodity will produce great problems providing the introduction is
gradual. Once it has appeared as an item of expenditure, the suc-
cessive future steps of its growth are accounted for in the price index,
just as any other commodity.

An even more favorable situation is that in which the newly intro-
duced commodity is a close substitute for one previously existing, say
an improved model. If both are available in the second period; then
it is reasonable to postulate that the consumer would reject completely
1 or the other of the 2 goods if the price ratios differed very much
from that which actually prevailed in year 1. Therefore, a hypo-

72 Op. cit., pp. 53-58, 71-72.
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thetical price for a newly introduced variety in year 0 is so chosen
that the ratio of its price to the, price of variety in existence in both
periods is slightly higher in year 0 than in year 1. This approach
to the pricing of new varieties is very similar to the splicing method.
However, it meets von Hofsten's strictures so long as all the varieties
are counted each time. The difficulty encountered in the splicing
method arises because the particular varieties selected may be
unrepresentative.

A more difficult case is that in which one variety disappears and is
in effect replaced by another. The most common instance of this is
the change of models in many consumers' durable goods, notably auto-
mobiles. The principle is not altered. However, it is now necessary
to have a hypothetical price in both situations. If model A was pro-
duced in year 0 and replaced by a more or less equivalent model B in
year 1, the index maker must hypothesize a price for model B in year
o just high enough so that none of it would have been consumed even
if it were available. Similarly, he must hypothesize a price for model
A in year 1 just high enough, again, to insure that there would have
been no consumption even if available. At this point, the index
maker will probably start to resort to objective measures of quality of
some kind, such as performance or durability characteristics of the
object. He will, in effect, be postulating that the consumer would
choose between two varieties if both were available, according as the
price ratio exceeds the quality ratio or not. Of course, the only true
measure of quality is the satisfaction yielded to the consumer, and the
quality ratio used by the index maker must be related to his guess as
to the consumer's tastes.

The entire argument to this point has been based on the assumption
of an unchanged want structure between one period and the next.
We have gone so far as to impute tastes for commodities not available
in one time period or the other in order to preserve this theoretical
foundation. However, as von Hofsten stresses, this point of view
cannot be maintained for goods subject to style changes. As we are
currently observing with regard to women's dresses, it is possible for
styles to change from year to year and return to their starting point.
If all prices had remained unchanged during this period, then the
change in varieties can only be explained by the assumption of a
change in tastes. There seems no simple way out of this problem
except a judgment by the statistician that the new style performs an
equivalent function in terms of satisfaction to the old one.

V. CONCLUDING REMARKS

Index numbers are, of course, desired for other purposes than to
measure the cost of living. One obvious possibility is to consider
some subset of cost-of-living items, such as food. The logic of the
preceding argument goes through precisely provided that we assume
that the distribution of food expenditures in any period among differ-
ent foods depends only on the total volume of food expenditures and
is independent of the prices of other goods, for any given total volume
of fond expenditiirp. This does not deny substitution between foods
and other commodities, but we assume that the total effect of this
substitlition is already reflected in the choice of a volume of food
expenditures. In a broad way, similar considerations apply to the
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pricing of producers' goods which should be interpreted as reflecting
indirectly consumers' preferences. However, there is undoubtedly a
lot more in the detailed working out of the theory that has never been
developed.

This leads to the final suggestion that considerable effort be put
into pure research on the theoretical problems of index number con-
struction. This has to be done, of course, in close context with practi-
cal problems and, therefore, through the existing statistical agencies.
Either there should be provision for a research unit within existing
statistical agencies, or arrangements should be made for contract
research by universities under the supervision of the Bureau of Labor
Statistics and similar agencies. For real progress, a good deal of
freedom must be granted. The possibility of experimental construc-
tion of index numbers must be allowed a wide scope. In this research,
issues of comparability with the past should not be allowed to domi-
nate too strongly. The most important thing is the collection of the
data necessary for price measurements. Even though such data were
not available in the past, we should at least now plan for the future an
adequate amount of information.
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ADMINISTERED PRICES IN THE AMERICAN ECONOMY

Martin J. Bailey, University of Chicago

The principal aim of this paper is to examine afresh the issues,
both theoretical and practical, involved in the concept of administered
prices. Because of the limitation of time and resources, I have had
to stick to two limited objectives in preparing the paper: To survey
and summarize the conclusions that can be drawn from other people's
work in this field, and to make a very modest additional contribu-
tion to the facts and theory that have been brought to bear on it.

Some of the relevant contributions in this field, including all the
most important ones, are listed in the bibliography at the end of this
paper.

The factual research carried out by the authors listed provides us
with a very considerable amount of information about price behavior
and the factors affecting it; and the theoretical analysis given by
them says about everything that can be said in this area.

The factual evidence which has accumulated has not been sufficient,
however, to produce general agreement about what the facts are
about administered prices, nor has this combined with the analysis
presented been able to produce agreement about their practical im-
portance. In general, opinion is divided sharply into two groups:
Those who think administered prices or monopoly prices are wide-
spread and extremely important, and those who think such prices are
nonexistent or of no great importance, except in public utilities and
other enterprises regulated by government. My survey of the opin-
ions and evidences has led me to find myself more and more firmly
set in the second group. It is my opinion that the subject of adminis-
tered prices in the free or unregulated part of the economy is not of
itself a proper concern of public policy nor a subject worthy of the
attention of the Congress. That monopoly as such is a proper concern
of public policy, and that the impact of existing public policies on
monopoly and on related matters is of great importance to everyone, I
am firmly convinced; I do not want anything I say in this paper to
convey any impression to the contrary. However, the proper focus
of attention in these matters should be on measures to insure and
promote competitive marketing of goods and services and the efficient
use of resources. Some existing public policies which do not promote
these ends are in need of reappraisal and reform.

One point on which nearly all observers agree is that there are
wide areas in the economy in which prices are administered, but where
this is no cause for concern. For example, virtually all retail trade
is of this character. It is agreed that retailers' margins are essen-
tially competitive and flexible. although from day to day the retailer
has a wide range of discretion within which he could set his prices
without immediate drastic shifts in sales. As many consumers are
very price conscious, however, very large shifts in a retailer's sales
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would definitely take place after a moderate delay if his prices were
substantially out of line either way. From a long-run standpoint,
therefore, he has practically no discretion about the prices he can
charge. Hence, it is generally agreed, this area of administered prices
should not b3 a source of public concern.

Another important aspect of administered prices is that a mislead-
ing or superficial appraisal is painfully easy to give, even by the most
careful and well-intentioned observer, because of the shortage of re-
liable and unambiguous information. Most of the work that has been
done in this field has had to use 1 of 2 sources of price and related
data: the wholesale price quotations published by the Bureau of Labor
Statistics, and the unit value or realized price data obtained from
the census of manufactures. Results from both these sources have
quite justly been criticized as inconclusive (and the critics have there-
fore felt free to write their own tickets). The BLS quotations usually
relate to narrowly defined specific commodities which is as it should
be; but they refer to quoted prices, without cognizance of discounts,
freight absorption, alteration of quality, and other devices for chang-
ing the price actually charged for a standard (unchanging) com-
modity. The census of manufactures data, which avoid this defect by
giving information about net unit values received by sellers, unfortu-
nately have such broad commodity and industry categories that
changes in the product mix of a serious magnitude may occur un-
noticed within these categories and entrap the investigator in false
inferences.

Although these defects in the available data on past years are diffi-
cult to correct, the situation for the future is more favorable. Prob-
lems of this nature in the construction of the Consumer Price Index
have already to some extent been dealt with effectively. For example,
in the pricing of new cars, where trade-in allowances make a mockery
of the list-price schedule, the BLS has worked out a successful sur-
veying technique for dealing with the problem. A modest appropria-
tion by the Congress could make possible the extension of this good
work, including the development of a corresponding set of techniques
for getting realistic wholesale price data. At the same time, research
by university people, and others outside the Government, into enter-
prise sales data and other sources can bring great improvements in
our information about the past. Some examples in respect to this lat-
ter r)os-ibilifv will be presented later in this raper.

Keeping firmly in mind the weaknesses of the available factual data,
which carry with them subtle problems of interpretation and analysis,
we mav proceed to a summary of what is known and certain about
administered prices in relation to competition, monopoly, and the con-
centration of industry. At certain noints we shall have to conclude
that the only thing fliat is known and e-rtain is that no conclusion ean
properly be reached, but even that is better than nothing, especially
in an area where unsupported assertions are frequently encountered.
In-of-ar as possible, I shall try to make it clear in every cnqe why a
definite conclusion may or may not be drawn from the information
available.

1. Tf a seller actuallv sells at an administered price: i. e., a price
which he may keen unchanged for weeks or even months at a time in
the face of changing market conditions, he possesses a degree of mo-
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nopoly power. What economists mean by a degree of monopoly power
is that a seller possessing it may raise his price noticeably above the
prices at which he does a satisfactory volume of business without a
complete or disastrous loss of sales, and may lower it noticeably with-
out thereby making possible an unlimited or enormous increase in sales.
If changing market conditions do not force a seller to change his price
to avoid intolerable fluctuations in the volume of his sales, this by
itself means that he possesses a degree of monopoly power.

Gardiner Means, the best known writer on this subject, likes to
stress that administered prices may occur in markets that are essen-
tially competitive, that is in which the degree of monopoly possessed
by the sellers is not sufficient to imply excessive profits or an injury
to the public due to continuous overpricing. In this he helps to em-
phasize the fact that what economists generally refer to as a degree
of monopoly power does not correspond to the notion of monopoly
that implies gouging of the public. Nevertheless, as AMeans also em-
phasizes, even a very limited and apparently harmless degree of
monopoly power, if widespread throughout some sector or sectors of
the economy, could conceivably involve a disastrous contraction of
output at unchanging prices, rather than the maintenance of output
at sharply falling prices, in the face of a contraction in aggregate
demand. This might seem to imply that public policy could and
should be directed at making even essentially competitive prices less
administered and more competitive; Means leans somewhat to this
view himself, but qualifies it by saying that administered prices are
an inevitable part of the modern industrial economy. Others, such
as Galbraith, say instead that because of this prices should be made
more administered, by subjecting price changes by big business to
prior review by congressional hearings.

Two points remain extremely unclear from what has been said so
far. In the first place, no one has demonstrated that "administered
prices" are in fact widespread or sticky enough to be a matter for
public concern. In the second place, it is not clear or generally
agreed whether administered prices in fact involve overpricing of
an economically significant quantity of goods, to the detriment of the
public, in a way that cannot be corrected by vigorous application of
the antitrust laws and related measures. Further, in connection with
the first of these points, it remains to be answered whether a tendency
for outputs instead of prices to fall in the face of falling demand has
any special implication for a general national policy directed at main-
taining output and employment.

2. Before these major points are considered, one thing must be em-
phasized: Quoted prices, or list prices, are frequently not the prices
actually charged. As was already mentioned, the price that matters
to both the buyer and the seller is the net price after discounts, al-
lowances, and so on. These discounts and so on may fluctuate from
day to day, or even from hour to hour, although the list quotation
remains unchanged for weeks or months; and as they change, so
changes the net realized price.

Suppose it were true that every observable case of an "admin-
istered," or sticky price, was of this kind, where sharp price com-
petition between firms caused net realized prices to fluctuate from day
to day without the outside observer's being able to see it because of the
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unchanging list price. Then we would in fact have all the beneficial
and desirable characteristics of competition, and any reasoning based
on the apparently harmful sticky prices would be wrong and mislead-
ing. In particular, the whole structure of Means' treatment of this
subject, which has as its foundation the relative infrequency with
which man~y of the prices quoted by the BLS change, would fall to the
ground if it could be shown that the actual prices charged, masked
by these quotations, change from day to day and from week to week
according to the state of the market.

As a matter of fact, it cannot be shown conclusively that all or most
of these quotations are nominal or that they generally fail to reflect
the true frequency of price change. At this point I can only say that
a very large question mark has to be placed alongside all the work
on so-called administered prices that explicitly or implicitly uses the
frequency of changes in quoted prices as a criterion of the sensitivity
of these prices to market forces. This question mark will get larger
and larger as I go on to consider some important examples of such
prices on which definite and conclusive information is available.

3. The theory of oligopoly, industrial concentration, and related
ideas are seriously defective, and provide us with no basis for judging
whether prices are as senstive as they should be. Oligopoly theory,
and related ideas about enterprises occupying a large share of the
market for some product, have gained a wide degree of popular ac-
ceptance because their logic looks good and their conclusions accord
with our natural and to some extent justifiable suspicions of big busi-
ness. This, however, does not tell us anything about the facts of the
case, nor does it by itself even assure us that the logic of the theory
itself is adequate or air tight. It is not.

The prevailing theory of oligopoly states that a large seller will
hesitate to cut his price when he knows that if he does other sellers
will follow suit, because he is so large that his action cannot go un-
noticed. If all the output of the product they sell is produced by a
few large firms, this would seem to imply that no one will cut the
price unless demand has fallen to such disastrously low levels that
price cutting is obviously preferable even when everyone does it to-
gether. The gap in this reasoning is that the circle is not complete
unless it can be asserted that every firm in the industry is very confi-
dent that if it lets customers get out the door because it refused a
price concession, not a single other firm will make the concession and
make off with the trade. If a firm has serious doubts on this score,
as well it might, and if the current sales and price situation is such
that the firm is very anxious to secure the additional trade, it will be
sorely tempted to offer the concession. The effect of "oligopoly" will
then be that the firm will request that the customer not shout from
the housetops about the concession given.

The temptation to cut prices covertly in this way will occur any
time that the extra costs incurred to produce additional output are
substantially less than the going price. Even if the difference be-
tween the two does not yield as much as the producer would like to-
ward the overhead, it will come closer to doing so if he can expand
volume at the expense of his competitors by a small price concession;
and the operating profit will most certainly fall much further short
of covering overhead if his competitors expand their volume at his
expense. In a situation of this kind, it is obvious to everyone con-
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cerned that a price well above marginal cost is unnatural and difficult
to maintain.' All firms are not of equal size, and smaller ones are less
likely to try to keep the price up than are the big ones when this
situation affords them the opportunity to make what for them is a
big increase in sales. Hidden price cutting is likely to break out any
time the natural level is below the going level, and is unlikely to stop
until equality between the two is reached. Any attempt by the bigger
firms to hold the line, as they are the ones more likely to try it, simply
results in all the business going to the smaller firms in the industry.
The big firms get no opportunity to recover this lost business in times
of booming demand, and so run the risk of gradually being replaced
as the largest firms of the industry if they do not yield and follow
the market closely.

This Solt of pattern of behavior is clearly visible in the nonferrous
metals industry: In a weak market the smaller firms press sales while
the larger firms follow along dragging their heels and complaining
all the while. The big firms have not been getting smaller, but only
because they meet market prices, however grudgingly. Here as else-
where the structure of quoted prices, though volIatile, understates
somewhat the fluctuation of actual prices; discounting is common in
a normal market, rife in a weak one, and negative when supplies are
tight. In a nutshell, in this market generally recognized to be com-
petitive, we can see a certain amount of oligopolistic protestation
alongside truly competitive pricing.

That such concessions, discounts, and so on are given in a great
many industries in which quoted prices change infrequently is a mat-
ter of common knowledge, admitted by everyone except the large
firms in those industries themselves. A casual reading of trade pub-
lications and business periodicals will convince one that this sort of
behavior is extremely widespread, although data on the subject are
extremely hard to come by. The problem is simply that the one
element of unquestionable truth in the theory of oligopoly is that large
firms do not like to talk about sales at prices below the quoted price.
If one were to read only the statements of big steel executives, one
would be led to believe that no one in the steel industry would ever
dream of cut-price sales, as such sales would obviously be detrimental
to the profits of steel firms as a group. Certainly they leave no doubt
that they wish no such sales were made.

This leads to the ironic situation that big firms in truly competitive
industries bring floods of criticism and epithets of "monopoly" upon
their own heads by their stiff-necked secrecy about their pricing poli-
cies. They are so convinced that oligopoly theory ought to be true
and applicable to their own situations, and they so wish they could
price like oligopolists, that they talk like oligopolists while they price
like competitors. This is regrettable as much for the public as for
big business, because it distracts public attention from true monopolies,
price-fixing arrangements, and misuse of resources. It also makes it
difficult for the trained investigator, even if he knows just what he

I This, of course, does not mean that It is "unnatural" for a firm to make an operating
profit sufficient to cover overhead In times of average or high demand. When operating
rates are high the extra costs Incurred to produce additional output are higher than at low
operating rates (because of greater pressure on maintainance staffs, and other factors).
A price that covers these extra costs at high outputs will more than cover variable costs
for the entire output, therefore, and generally will yield a net profit.



ECONOMIC STABILTY AND GROWTH

is looking for, to find where the monopolies and other abuses really
are.

For the time being we must conclude from this that oligopoly pric-
ing, or any other type of essentially monopolistic pricing by big busi-
ness, is less common than it would appear by considering quoted price
behavior and the public statements of businessmen themselves. Fur-
ther discussion of this point, from a long-run standpoint, is given in
section 6, below.

4. The evidence is conclusive that the prices of steel and petroleum
are sensitive to month-to-month changes in market conditions. Steel
and petroleum are the two major industries widely believed to be of
the "administered price" variety on which I have been able to find
some hard factual evidence on prices actually charged. Unfortu-
nately, the evidence on steel dates from 1940 and before, but there is
no reason to suppose that the situation has changed in any essential
respect. Studies by the TNEC on the sales data of the major steel
producers and by the BLS on the purchase data of a large sample of
steel users, covering various years up through 1939, show that price
concessions on the major steel products averaged some 6 percent off
the base price in 1939 and some 50-60 percent off the standard extras,
which meant that the base price plus extras was reduced by some 17
percent by these concessions. That most of the concessions were in
the extras rather than the base price may be due to the greater ease
of concealment in the category of extras. That these concessions
fluctuated from month to month was also made clear in these studies.

Chart I shows the average monthly mill net in relation to the quoted
base price of the United States Steel Co. for the years 1912-39, rep-
resenting a composite of all their products sold. In most years the
net price received was actually less than the base price, which meant
that concessions were greater than the extras. (These figures are only
broadly representative of what was happening, since small month-to-
month fluctuations may be partly due to changes in the product mix.
Individual product studies give the same picture, however, so that
there is no reason to suppose that this chart is misleading.) Note that
generally on a rising market the quoted or "hoped for" base price
shot up far above and ahead of the prices actually received.
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CHART I

Ordinarily the general level of the reported steel prices, es indicated by the Iron Age composite price
of steel, reflects the relative level of the mill net yields. i. e., the amounts received per ton by the U. S.
Steel Corporation subsidiaries on the various products after deduction of cost of delivery. However.
at times the level of the mill net yields has been slightly above or slightly below the relative level of the
reported prices, except that during the periods of intense demand during the World War and in 1920
when the prices charged by the Corporation's subsididiaries were beneath the level of the going prices.

Factors tending to lower mill net yields with respect to reported base prices are principally (a) reduc-
tions from base price, (b) excess of actual cost of delivery over freight added to base price in computing
the delivered price, (c) quantity discounts end Id) deductions for quality, size, etc. Factors tending to
raise mill net yields with respect to reported bese prices are principally (a) extras for special finish,
quality, size, heat treatment. etc., and (b) extras for small quantity.

1..

\0

REPORTED COMPOSITE PRICE AND COMPOSITE MILL NET YIELD
1926 =100

200--RICOPORITEDRC __ ~~ 200
175 …'P.. PRC- 7

M 125 ---

us ~~~~cOMWOIE
MILL MET YIELDO

1912 1913 1914 1915 1916 1917 1918 1919 192 1921 1922 1923 1924 1925 1926 1927 1928 1929 1939 1931 1932 1933 1934 1935 1936 1937 1938 1939 194

0

Q

0

CD



96 ECONOMIC SGABBY AND GROWTH

I strongly suspect, therefore, that the "price rise" of July 1957 was
largely fictitious; although a recovery in economic activity will very
likely save the steelmakers from the indignity of openly rescinding
the price increase.

The data on the petroleum industry are current, fortunately, and
with a little work can be made available for a considerable past period.
This industry is frequently alleged to have administered prices for
crude oil and for refined products at the refinery and in wholesale
markets. It is a straightforward matter to check up on the latter
prices by observing daily quotations in newspapers (such as the New
York Journal of Commerce) and the monthly figures in the Oil and
Gas Journal. The daily quotations posted by regular suppliers in
wholesale markets, less reported discounts, change on the average
every 3 or 4 weeks; but a more accurate picture is obtained by reading
the journalistic reports in the newspaper columns alongside these
postings. They report actual market prices, which change every few
d ays, according to the state of the market. When the postings change
they appear to change largely to get in line with prices actually
charged.

Price figures at the refinery level are obtainable from the Oil and
Gas Journal and the Independent Petroleum Association. Chart II
and the accompanying table give an average of these figures by months
for 1957, along with the BLS series on petroleum products at whole-
sale for comparison. Both these series understate somewhat the
downtrend in these prices from March 1957 onwards, because of the
slight lag of movements in posted prices behind prices actually
charged; both series are based on postings less published discounts
only.

TABLE 1.-Monthly prices of petroleum products, 1957

Average BLS quota-
BLS index value refined tion for

(1947-49=100) products I crude oil
(dollars per (dollars per

barrel) barrel)

January - ---------------------------------------- 124.9 4.13 2. 82
February- 131.0 4.25 3.07
March- 130. 7 4.21 3.07
April -130.4 4.17 3.07
May -129.8 4.16 3.07
June -128.4 4.10 3.07
July -126.4 3.99 3.07
August -125.5 3.97 3.07
September-125.6 3.99 3.07
October -124.6 3.97 3.07
November -123.5 3.92 3. 07
December -123.5 3.94 3.07

' Average of figures given by the Oil and Gas Journal and by the Independent Petroleum Association of
America (for east of California prices).
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The price of crude oil presents a more delicate problem, because
no regularly published data can be found on the prices actually being
charged. It is clear that the realized value of crude oil for the big in-
tegrated producers went down, because of the fall in the prices of
final products; and since the 22 largest oil firms are net purchasers
of crude from smaller producers to the tune of 25 percent of United
States crude oil output, it does not seem at all probable that they
actually paid the high posted price for crude when the crude wasn't
worth it and when a multitude of suppliers were piling up inventories.
Late last year an oil company executive was reported in the Oil and
Gas Journal as having remarked in a speech that large quantities of
crude were moving at cutrate prices. Private inquiry of an oil
economist on my part uncovered the information that for some
months a major importer of crude has been selling it at prices as
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much as 30 percent below the posted prices, and that price-cutting
is quite normal in the trade by various covert devices, such as shipping
a higher quality of crude than that for which the purchaser is in-
voiced. Within the last few months posted prices of crude have at
last been falling more into line with actuality, but they are still mis-
leading.

5. Differing degrees of price flexibility in the different sectors of the
economy are apparently almost entirely explainable in terms of dif-
ferences in the behavior of costs, without regard to concentration or
monopoly. The work of other researchers, combined with the direct
evidence on steel and petroleum which I have presenited and with
the impressions one gains by reading trade journals and the like for
many industries, definitely point in this direction. Means found that
a small selected sample of quoted prices did show a weak but definite
relation between degree of concentration and list price rigidity, al-
though Tucker and others have questioned whether this can be gen-
eralized for the whole economy. I would not be surprised if it can,
since maintaining a fiction of a quoted price different from actual
prices is behavior, pointless though it may appear, more to be expected
in a concentrated industry than in an atomistic one.

However, when one turns to realized prices, the prices actually
charged, various researchers, especially Neal, Thorp & Crowder, and
Tucker, found no relation at all beAtween concentration and price
rigidity or at most a negligible relation. These results tended to show
instead that prices vary closely with costs, which explain (even when
only crudely measured) some 80 percent to 90 percent of the variation
in prices between 1929 and the bottom of the depression.2 However,
these studies have to be supplemented with the additional material
and impressions which I have put forward, because the product classi-
fications used are so unavoidably crude. Even all this together is
not absolutely conclusive, however, and many economists who are
familiar with all or most of this material find it possible to continue
to give full play to their suspicions about the harmful pricing prac-
tices of big business. I believe that a continuing accumulation of
evidence may one day convince them that they are overdoing a good
thing.

2 Neal (item 21 in the bibliography) found that, between 1929 and both 1933 and 1935,
the coefficient of determination (r2) between costs and realized prices was consistently of
the order of 0.80 to 0.90, depending on the sample used. The partial coefficient of deter-
mination, after allowing for the effect of co-ts. between prices and the concentration ratio
was consistently around 0.09: that is. of the total variation of prices, only from 1 to 2
percent was attributable to variation in concentration ratios.

'Thorp and Crowder (29) found that In their data there was no relation at all between
changes in realized prices and concentration. nor between changes In realized prices and
changes in concentration. Correlation methods were not applied, but it was evident that,
if the'y had been, a zero result would have been obtained.

Tucker (30) concentrated iis attention on Means' data, and pointed out that if a larcer
sample h-d been used the relation lMeans found between list-price rigidity and concentra-
tion would lar-ely disappear: it xoul(d disappear entirely, he said. if allowance were made
for the n ialeading character of list pricing and its correlation with the degree of concen-
tration. The other two studies te-d to hear him out in this contention.

One otber question mark that has to be put alongside these studies. besides that arising
from pos'ible changes in the produlet mix. is that national concentration ratios do not
equally resect degrees of concentration in local markets for all products. Jt is not possible
to say hoow systematic consideration of this factor would affect the result, if at all. but such
attention as uhas been paid to it has led to the conclusion that the effect would not, in any
case. be large.

All this does not den, that a monopolist may have sensitive prices like evervone else,
and thrt he may, ne-ertheless, suffer a smaller drop in profits during bad times than do
other selle-s. This aspect of the matter is best viewed as a part of the problem of long-
run overpricing, discussed in the next section.
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One other serious qualification must be entered at this point, how-
ever, and that concerns the rigidity of the wage structure. There is
little doubt that here is a price that is not very sensitive to changing
economic conditions. Nourse, among others, has repeatedly cited this
factor as a source of excessive price rigidity in the nonagricultural
sectors of the economy, and in particular he has tended to indict the
labor unions for the existence of this factor. Now, it is true that since
the New Deal era wages have shown no tendency to drop in recessions,
which they had generally done previously. However, careful studies
of wage movements have not tended to find much relation between
these movements and the degree of unionization, but rather seem to
show differing degrees of reluctance on the part of employers to cut
wages. Other aspects of presentday policy than the labor laws, such
as unemployment insurance, may have reduced the downward flexi-
bility of wages; but unions do not seem to have made much difference.

6. Long-run overpricing of commodities is not a widespread prob-
lem in our economy. In this connection, the histories of the steel and
petroleum industries are very suggestive. Both had monopolistic
pricing and profits in the first decade of this century, and neither
made any secret of the fact that this was the way they wanted it to
be. Both monopoly situations fell apart, but for rather different
reasons. The United States Steel Co., which on its formation in 1901
controlled the production of some two-thirds of the steel ingots pro-
duced in the United States, priced monopolistically for 10 years or so,
providing an attraction and an umbrella for the expansion of its
competitors. The United States Steel Co., now controls only one-third
of the steel ingots produced in the United States. Its control of steel
pricing broke down by the advent of the First World War, and never
returned, although this has never been admitted. During the de-
pression, the company joined the international steel cartel, accepting
a quota for exports by the entire industry with penalties for exceeding
the quota; as a result, the company regularly paid penalties as its
competitors regularly exported in excess of the quota, and the scheme
had no real effect as far as this country was concerned. This incident
occurred during a period of especially intense price competition among
steelmakers within this country. The only time that United States
Steel has had its way on prices since the First World War was during
the unfortunate interlude of the NRA, which, mercifully, died quickly
except for its labor provisions. Yet to this day the company's execu-
tives talk like oligopolists, apparently looking wistfully back over the
decades to the time when this kind of talk meant whit it said.

The Standard Oil cartel was a more tough and durable phenomenon,
having lasted from around 1880 to 1911, and it required the strong arm
of the Government to break it up. Throughout the period of its suc-
cess, the cartel controlled 80-85 percent of refinery capacity in the
United States, and by one dubious means or another kept the re-
mainder in line on prices and output quotas. After the cartel was
dissolved by court order and it became obvious that the successor
companies could no longer maintain discipline as before, competition
expanded rapidly. At the present time the successor companies con-
trol only 25-30 percent of the industry's output, and in many markets
are in competition with one another.

These two histories point up the fact that the public has two major
forms of protection from long-run overpricing of products: competi-
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tion, potential and actual, on the one hand, and the antitrust laws on
the other. By and large, these two forms of long-run protection are
adequate over that area of the economy where they are applicable.
The paths of history are strewn with the bones of cartel and monopoly
schemes designed to gouge the public, and nowhere have they failed
more regularly than in the United States. The chances for success
in such enterprises have always been slim, even without the antitrust
laws, and the failures have been spectacular and costly to their
promoters.

The main reason that cartel and monopoly schemes tend to fail is
indicated by the analysis presented in section 3. An overpriced com-
modity, one whose price is substantially above the cost of production,
presents an overwhelming temptation to existing and potential pro-
ducers to add to existing output. Hence, a monopoly or cartel which
raises the price above its natural level will, in so doing, invite its own
destruction unless it can effectively prevent such additions to output.

Effective prevention of additions to the monopoly's chosen output
requires strict policing of outputs and prices, something which can be
done usually only with the assistance of Government (or with the tacit
sufferance of Government if it uses strong-arm methods, taking the
law into its own hands). Rockefeller failed twice before finally suc-
-ceeding in attempts to form his oil-refining cartel, because of this
difficulty.

The notorious methods used by the diamond monopoly in the South
African mining areas, employing armored cars, halftracks, and the
like, and an extensive secret service, have been sufficient to maintain
its control of the diamond market for generations. However, this
control is now breaking down because new producing areas nominally
cooperating with the monopoly do not police so well. Schemes to
raise prices of tin, copper, rubber, and coffee have repeatedly broken
down and brought considerable losses on their promoters because of
insufficient control over total production. Examples of this kind are
legion.

It is also true that the price-raising power of any monopoly, even
if successful, is likely to be limited by competition from other products
satisfying the same basic need or use. For instance, a monopolist in
one type of fuel would to some extent have to hold his hand for fear
of causing people to change over to other types of fuel. This con-
sideration may explain the recent trend toward moderation in the
demands of the coal miners' union, who seem to have seen the hand-
writing on the wall.

Nevertheless, even in the United States, where collusive agreements
and the like are especially difficult to police and maintain, there have
been some successes, costly to the public. The occasional successes
point up the need for the existence and enforcement of the antitrust
laws. A similar conclusion is reached if one examines the conse-
quences of widespread monopoly in other countries, where, generally
speaking, no such laws exist.

By and large, available evidence on corporate assets and profits
tends to suggest that the extent of monopoly in the United States
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economy is much smaller than one would expect if he accepted concen-
tration ratios as a measure of monopoly.8

The main areas in which the public is not fully protected from
monopoly in this country are ones in which the Government, usually
actively but sometimes passively, has prevented or allowed the pre-
vention of competition and has caused or permitted wrong and ineffi-
cient pricing to prevail. Licensing restrictions, franchises, patents,
rate regulation, and so on have effectively curtailed competition in
many areas of the economy and have permitted gouging of consumers
and misuse of resources. The most important by far of these areas is
transportation and public utilities, which are subject to rate regula-
tion. Although these rates are usually kept down to a level which
only allows a "reasonable return" to capital, the structures of rates
set could scarcely be more viciously inefficient and harmful to the
public interest if that were their explicit object. Further, the "rea-
sonable return" criterion is not always followed, as in many cases
the sole object of regulation is to set minimum rates so as to prevent
effective price competition between alternative forms of supply of a
basic service. Basic reforms in all the areas where the Government
actively or tacitly restricts competition are badly needed. In this
particular respect, one may quite properly say that maladministered
prices are a real and serious phenomenon, both from a short-run and
a long-run point of view.

7. History has shown repeatedly that the only cure for a drastic
fall in aggregate demand is for aggregate demand to rise again; the
appropriate public policy for stability and full employment, therefore,
consists of countercyclical monetary and fiscal policies, combined with
a structure of policy that encourages the private economy to maximum
growth and stability. Price flexibility has never been sufficient to
avoid sharp and undesirable drops in aggregate output and unemploy-
ment, and there is no reason to suppose that such flexibility ever will
be sufficient to do so. An adequate countercyclical monetary and fiscal
policy has never been put to the test, although the performance of
such policy in the recessions of 1937, 1949, and 1954 was not bad. Most
economists are agreed that well-formulated monetary and fiscal policy
can be sufficient to maintain output and employment.

These remarks are equally applicable whether "administered prices"
are a widespread phenomenon in the private, unregulated economy or
not. Even if Means' ideas could be accepted at face value, these would
still point in the direction of maintaining adequate monetary and fiscal
policies as the main defense against undesirable fluctuations in out-
put, employment, and the price level. It would be very convenient if
nearly all prices, including wages, were sufficiently flexible that no
Government action would be necessary to maintain output and employ-

s Harberger's study of this question (10) based on 1925-29 data Indicates that monopoly
profits before income taxes are at most of the order of 1h percent of the national Income.
This would imply, on my own calculation from his data, that from 6 to 8 percent of the
national product is under unregulated monopoly control. This estimate Is made by assum-
ing that all differences in profits are flue to differing degrees of monopoly power I. e., that
none are due to the rise and decline of industries with growth and change in the economy.
Many of these profit differences must really be due to the latter factor, so that this esti-
mate undoubtedly overstates the amount of monopoly.

This estimate roughly agrees with the more conservative of Nutter's estimates (25) based
on concentration ratios and on Wilcox study (35). As not all concentrated industries
are high-profit Industries. nor vice versa, however, these estimates do not agree on which
industries are monopolistic. Further, even where they do agree, some of the high profits
will be due to the dynamic factors just mentioned.
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ment regardless of fluctuations in aggregate demand. They are not
that flexible, they never have been so far as we know, and it is not
likely that they ever will be. Government therefore has a useful func-
tion to perform in this matter, by meeting such fluctuations with care-
fully weighed counteraction.

The encouragement of the private sector to maximum growth and
stability in such a manner that will require the minimum use of
countercyclical devices does involve questions of prices and price
policies, although these are of a second order of importance in this
context. Where Government is involved in the regulation and restric-
tion of private enterprise, this involvement should be such as to pro-
mote the highest possible real income through the best possible use of
resources. Preliminary study indicates that the reforms I have previ-
ously mentioned with respect to such involvements could produce an
increase in the real national income of at least 5 percent and perhaps
as much as 10 percent. 4

Concerning the unregulated private sector of the economy, the role
of public policy is more limited but is also important. In my view
the Government, apart from preventing monopolization, price-fixing
agreements, and blatant price discrmination, should adopt a position
of benign neutrality toward the private economy. Where monopoly
and artificial restraint of trade are not present, it may virtually be
taken for granted that particular products for which the demand falls
will suffer an appropriate fall in price. It may almost be taken for
granted that products for which the demand rises will enjoy an appro-
priate rise in price; this may not quite be taken for granted in every
case, however, because firms may fear an inappropriate adverse public
reaction or even prosecution under the antitrust laws. This is in-
appropriate because if the scarcity of the commodity relative to de-
mand is real and not artificial, a high price is the only efficient way
to ration the scarce supply among its most important and valuable
uses. In peacetime the efficiency of the price mechanism is not ques-
tioned if the commodity in question is wheat, copper, or textiles; and
it is equally efficient if the commodity in question is steel or any other
commodity that happens to be produced by big business. As long as
the industry is competitive, so that the scarcity is not artificial, the
bigness of the firms which will make windfall gains in times of scar-
city of their product (and windfall losses in times of plenty) is not
relevant to how the price should behave. It would be most helpful
to this end if the Congress made it clear to businessmen exactly where
they stand-what the limits are to the application of the antitrust
laws, and how much freedom they have to price according to the
State of the market. Corporate enterprises, both big and little, are
an integral part of the highly productive American economic system,
and will remain so for a long time to come. Pointless harassment of
these enterprises cannot possibly serve any useful purpose, and could
be very prejudicial to the objectives of maximum growth and stability
of the economy.

I also believe it to be true that the measures I endorse, namely appro-
priate monetary and fiscal policies, reform in the areas of the economy
where Government has a direct restrictive or regulatory influence,
and benign neutrality in the rest of the economy, are sufficient for

4 These are rough estimates based on calculations by Harberger and myself.
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maintaining long-rutn stability of the price level in the face of upward
as well as downward pressures. The correctness or not of this belief
is of course of considerable importance to long run growth and sta-
bility, since many students of the subject have come to the conclusion
that stability of the price level and full employment are inconsistent
because of the pressure of wage demands (or of the upward movement
of "administered prices"). certainly one cannot deny that this could
conceivably be the case; but in those instances I know of where it
demonstrably has happened (i. e., where unions have demanded and
gotten wages that were inconsistent with full employment at existing
prices) wages have been escalated so effectively that full employment
was not possible even with mild or unlimited inflation.5

It is easy to jump to the conclusion, whenever the consumer price
index goes up a few points, that someone has been "pushing" it up;
and of course big labor and big business are natural targets in this
respect. Showing that it has been happening in the American economy
is another matter, and I do not believe that it can be shown. The sig-
nificant inflationary episodes of the past have almost certainly been
monetary phenomena, at least in the sense that sufficient monetary
restraint would have stopped them effectively without serious unem-
ployment. There is little reason to suppose that the episode of 1955-57
was any different.

As Ruggles pointed out last year to the Senate Judiciary Com-
mittee, the consumer price rises in 1955-57 occurred almost entirely
in services and utilities. Prices in the industrial sector could not by
any stretch of the imagination be credited with responsibility for
the upward movement of the Consumer Price Index. But this is
where the rise would have had to have occurred to be consistent with
giving big labor or big business the blame. On the other hand, I
do not find it difficult to interpret the events of 1955-57 in terms of
growing aggregate demand insufficiently restrained by monetary and
fiscal policy. These years saw an unprecedented boom in domestic
investment, a boom which ought to be expected to place pressure on
resources in a fully employed economy. -At the same time, expand-
ing consumer incomes were increasingly directed to services, in keep-
ing with a long-run trend. Services, in order to keep employees and
attract them away from the booming investment sector, where jobs
were plentiful, had to continue even more sharply their long-run
tendency to bring their wages (and therefore costs and prices) up
toward a level consistent with this. Similarly, so far as one can tell,
the rises in prices in the utilities and other regulated areas made sense
in terms of rising costs and ample demand.

The price movements of the 1955-57 episode are highlighted in
table 2, which shows the changes in the general price level (gross
national product deflator) and its components. Consumer goods rose
the least (3.8 percent) of any of these components, while the biggest
rises were in compensation of general government employees (17.9
percent) and in producers' durable equipment (15.0 percent) which
had dropped slightly from 1953 to 1954. These movements make a
pattern very much in keeping with the interpretation of the episode
as a demand inflation generated from the active investment and gov-
ernment sectors.

6 I have In mind the cases of Germany's Inflation of the 1920's and Italy's inflation
after world War II. In both these cases there was severe unemployment during inflation.
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A more restrictive monetary and fiscal policy would have dampened
down somewhat the demands of the investment sector, which in turn
would have implied less pressure elsewhere in the economy. I have
seen no evidence to suggest that this would have necessitated serious
unemployment had the additional restraint occurred while the pres-
sure in domestic investment was still high. After all, we had 5 years
of virtual price stability since the end of 1950, and without serious
unemployment. I think this can continue.

TABLE 2.-Coinponents of the general price level

[1947=1001

Percent
1954 1957 increase

1954-57

Gross national product deflator-119.9 129. 6 8.1
Consumer prices -116.8 124.0 6. 0

Goods-112.6 116.9 3.8
Services ---------- 128.1 137.5 7.3

Construction -129.7 142.9 10.2
Producers' durable equipment -128.1 147. 3 15.0
Government purchases of goods and services -125. 2 142. 4 13. 7
Compensation of general government employees 134.1 158.1 117.9

I This item represents the wage and salary level in general government, and Is not strictly comparable
with the other indexes because of the possibility that there has been technological advance in government
as elsewhere.

Source: Survey of Current Business, February 1958.
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THE PRICE INDEXES OF THE BUREAU OF LABOR
STATISTICS

H. E. Riley, Chief, Division of Prices and Cost of Living, Bureau of
Labor Statistics, United States Department of Labor

In this paper I shall be concerned with some of the practical prob-
lems affecting the development and use of two widely known indexes
of price movement: The Consumer Price Index and the *Wholesale
Price Index of the Bureau of Labor Statistics. Both of these price
measures serve two broad areas of need: For general economic
analysis and to guide policy decisions by government, business, and
the public. Neither index can be completely satisfactory for both
theoretical analyses and practical day-to-day decision making. In
fact, price measures of any kind have certain inherent limitations
which must be recognized in any application.

Index numbers provide a convenient way of studying price behavior
quantitatively. Simply defined, an index number is an average of
price changes between two points of time. This implies that there is
a universe of items for which we wish to measure the average price
change. Since an average is involved, it applies in addition that
we know how important each item is in the universe so that we can
weight together the measures for individual items. If we know all
about the universe of items at both points of time for which we are
computing the index of price change, there is no problem-one could
define and compute literally an infinity of measures of price change.
But no one of these indexes would be right for all purposes. A more
important point is that complete quantity and price information is
not available at any given moment for any index of significant scope.
The census of manufactures, for example, identifies something like
8,000 individual materials and product items, not counting all vari-
ations in size, quality, or marketed form.

These commodities are changing hands continuously, passing from
producer to wholesale distributor to retailer to the ultimate consumer.
Each transaction involves a price determination. Any workable plan
for a price index, designed to reflect the movement of prices at any
level in this complex, must rest on a sampling structure. It requires
a sample of commodities, of sellers, and a sample of price quotations
or transactions. Thus, in the Consumer Price Index we have a sample
of about 300 commodities and services. We have a sample of retail
stores and service establishments clustered in 46 ciFel7Tarom each
store we obtain a sample of prices-the price in effect at a point in
time for each sample commodity offered for sale. Accuracy in each
of the samples is essential for a valid index number.

Price can be defined as the amount of money "paid" for a unit of
commodity or service, but this formal definition provides no more
than a starting point. There are various kinds of transactions and
the price, or money payment, may enter into the transaction at dif-
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ferent stages. In some cases different transactors pay different prices
for equivalent volumes of goods and services. Therefore, for a price
to be useful in statistical measurement, its exact meaning must be
understood.

For the BLS indexes, the commodities to be priced are defined in
terms of more or less exact physical specifications, depending on the
item involved. When necessary-i. e., where the price might be af-
fected by these factors-the classes of customer and/or seller involved
in the transaction are likewise specified. There is a wide variety of
prices that can serve as the basis for statistical measurement; not all"/
are equally good or appropriate. There is what can be called a list,'
or posted, price. In most stores of this country that is the price at
which transactions are made. For some items, including some sold
at retail, the list or posted price is very different from the actual
transaction price. Witness the haggling which commonly accom-
panies the sale of a new car. In this case the determination of price
is usually further complicated by the fact that the transaction involves
cash plus a "trade-in." It is obvious that a realistic measure of
price change should be based on actual prices paid rather than list
prices, if the two differ.

The distinction between list price and transaction price is extremely
significant in the case of nonretail prices. The practice in many in-

\dustries is to maintain a list price for a long time and change the price
s market conditions require by offering or withdrawing discounts or

"extra" charges. Variations from the list price are made not only
over time but also at any given time for different classes of customers.

Obviously, in comparing prices for supposedly the same item over
time, one of the essentials is to insure that the prices cover equivalent
terms. Exactly the same item, for example, may be quoted on an
f. o. b. basis or on a delivered basis, or inclusive of installation costs
in some cases. Changes in the terms of sale may be used as a device
for adjusting real prices without changing published list prices.

Generally, the commercial transaction unit is the one used for pur-
poses of price measurement. Thus, the cost for a monthly telephone
service with unlimited calls is an appropriate measurement consistent
with this concept. A different price, if it could be computed, would
be secured if the price per actual phone call made or received was to
be considered. Similarly, the price per thousand cubic feet of natural
gas is an appropriate price measure, or the price of a ton of coal.
Either one of these prices could be converted into price per equivalent
quantity of heat, measured by the British thermal unit, which might
be a useful concept for some purposes. For some of our series we do,
in fact, refer to the B. t. u. content in the specifications of these two
items. In most instances, however, it would be impossible to define
units of performance in this manner.

A basic problem in the measurement of price behavior is that few
products remain constant in their physical characteristics over any
length of time. In some cases it is possible to adjust the prices avail-
able for the two periods being compared to take account of technical
differences in individual products, which, it is assumed, are reflected
in market valuations. In other cases the products have changed so
much that comparisons over time cannot be made except with explicit
statement of the basic assumptions involved. Thus, we hear, for ex-
ample, how the car of today differs from the car of 10 years ago.
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Some of the differences can be accounted for and prices adjusted; for
example, automatic shift and power steering. Other differences, how-
ever, cannot be evaluated in dollar terms. Some manufacturing
changes may have reduced costs and at the same time increased the
utility of the product. In very few cases are the ideal conditions for
computing the true market evaluation of the differences between an
old product and its current modification satisfied. To do this would
require that both products be available on the market in significant
quantities for an overlap period of suitable length.

Of course, new products are continually coining on the market,
and others drop out. This constant change in the commodities flow-
ing through the market presents especially difficult problems in meas-
uring average price changes over a long span of time.

Computation of an index to represent the average price change
between two periods of time requires both price datu for individual
items and quantity data for the weights by which the prices are
combined. Determination of the quantities presents many technical
and theoretical problems. In the early days of index number re-
search a great deal of effort went into finding some intrinsically,
"true" method of weighting which would be best in a general sort
of way. We now recognize that the choice of weights depends (1)
upon the objective which the index number is designed to serve and

) the availability of data from which the weights can be derived.
egardless of the objective, however, the availability of data often

becomes the dominant criterion in the selection of weights.
The interpretation of a particular index number depends not only

on the way in which the price data are combined but on the logic
of the weighting structure for the particular purpose to be served
by the index number, and the firmness of the statistical foundation
of the weights. In some widely used index numbers, the weights
are hypothetical or arbitrary, or are based on very limited data. The
weights of our daily spot market index are arbitrary. By averaging
the prices without varying the weights we give each quotation equal
weight in the computation. This may not impair the usefulness of
the index numbers provided users are aware of what the weights
mean. For other index numbers, the weights rest upon very broad
statistical foundations as well as carefully thought out logical struc-
tures.

The major BLS price indexes are good examples of indexes with
weights derived from comprehensive statistics for a base period.
Thus the weights of the Consumer Price Index represent the quantities
of the various commodities and services consumed by city worker
families as measured in- an extensive survey of family spending in
1950. The weights were adjusted to 1952 conditions before being
introduced into the Consumer Price Index as issued in January 1953.
In effect the Consumer Price Index formula is a variation on the
Laspeyres base weighted index, named for the 19th century statis-
tician who developed the original equation.

We use the term "fixed basket" in connection with the Consumer
Price Index because each monthly set of price quotations is combined
by the quantities represented in the basket to derive the current value
aggregate. A comparison of this current aggregate value with a
similar aggregate value based upon 1947-49 prices gives the index
in relation to the standard base period for Government statistics.
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A comparison with a similar aggregate for the previous month gives
the percent change shown by the Consumer Price Index since the
preceding month.

Many statisticians argue that the indexes should be constructed
with current rather than base period weights. This is known as
the Paasche formula. An index of this type has value for many pur-
poses but, as a practical matter, the necessary data for weights cannot
be obtained in time for current computation of price indexes. More-
over, a current weighted index presents a comparison of prices as
against a base reference period. Comparison between any other two
periods are invalid because the differences in index numbers involves
not only changes in price, but also changes in weights. Thus current
weighted formulas do not satisfy a major requirement of B3LS price
indexes that the indexes be comparable not only as against a base
period, but also-as against previous months and previous years.

Prices indexes derived from careful specification pricing of the
type that the BLS builds into its Consumer Price and Wholesale
Price Indexes are often compared. with confusing results, with indexes
of realized unit value changes. For example, using data from con-
secutive censuses or annual surveys of manufacures, it would be pos-
sible to compute the dollar change in unit value per ton of all steel
produced, or of all gasoline. Such comparisons are affected, however,
not only by price change of carefully defined types of steel or gasoline
sold through specific channels, but also by changes in the product
mix. There might be more or less high-grade steel or high-octane
gasoline in one period than another, for example. Moreover, the
change in unit values may reflect different sources of supply or dif-
ferent customers. An index of unit values derived from purchasers
would give a still different result as compared with unit values derived
from producers' shipments since changes in transportation and dis-
tribution costs, as well as price change, would be involved.

Some confusion exists regarding the meaning of the term "base
period" as applied to the BLS price indexes. Although the weights
for the CPI are based on the year 1950, adjusted to 1952, the index
as published describes the change in prices from the average of 1947-
49. The latter reference point might be termed the index base, or base
reference period. Ideally, the weight and reference bases should
coincide, but in practice this is not always feasible. Basic data suit-
able for weights are not always available for the standard reference
period established by the Bureau of the Budzet for all Government
statistical series. Moreover, it may be desirable for some index series
to change the weighting structure more often than the reference
period is changed.

For specific purposes it may be convenient to shift the reference
base to a period other than the standard one for a given series. Thus
a chart of the CPI and its major components on a 1939 base affords a
graphic picture of the movements in consumer prices since immedi-
ately before World War IT. Of course, as Weslev C. Mitchell demon-
strated in the famous BLS bulletin on The Making and Using of
Index Numbers,1 shifting the reference base may lead to sizable errors,
unless the translation is computed separately for each item in the
index. This arises from the fact that as the index is carried further

I U. S. Department of Labor, Bureau of Labor Statistics, bulletin No. 656.
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away from its weight base the relative movements of the individual
prices become widely scattered. The short method of shifting in
effect applies a different set of weights to the individual prices than
that which was carefully built into the original index series.

I have described in general terms the nature of our Wholesale and
Consumer Price Indexes, indicating that each embraces a wide variety
of commodities involved in market transactions in a defined stratum
of economic activity. The question often arises, How well do these
indexes indicate changes in the general price level? This is difficult
to answer, because no one has succeeded in defining the universe of
transactions included in a general price level in terms capable of
measurement. In its broadest context the general price level em-
braces all transactions involving transfers of goods, services, money,
and financial obligations however expressed. Many of these elements
cannot be defined in terms such that a price or value could be deter-
mined for purposes of index construction or that weights for com-
bining different elements could be established.

The nearest approach to an index of all prices is the implicit deflator
which is a byproduct of the translation of current dollar estimates of
the gross national product into constant dollars of a base reference
period. The GNP implicit deflator is derived by first deflating each
component of the GNP by the most appropriate price index from
whatever source available. Each component is thus expressed in terms
of constant dollars of the desired base period. A comparison of the v

aggregate of deflated components with the current dollar aggregate (
provides the implicit price index. If the deflation is carried out in
maximum detail the resulting price index has the characteristics of a
Paasche, or current weighted index. To the extent, however, that
the original deflation is accomplished for larger groups only, using
already available composite price indexes, the resulting implicit de-
flator has a larger component of weights from earlier periods, and
loses some of its Paasche characteristics.

For most purposes measures of general price movements have more
usefulness if limited to a definable transaction level or economic
sector. It is in this respect that the BLS indexes provide effective
measures of changes in price levels. The Consumer Price Index is
a reasonably good measure of retail price trends, representing house-\
hold purchases of goods and services. By definition the CPI does
not measure changes in prices paid by high income or very low income
families, farmers, or the self-employed. To a certain degree, however, \
the ipdex covers the modal range in the entire retail market distribu-
tion of household goods.

The Wholesale Price Index may be considered a measure of general
price movements at the production level of the economy. Although
its commodity content is much larger than that of the CPI, it is a less
satisfactory general price measure in that it does not include business
services, construction, real estate, transportation, and securities.

There is a tendency to think of the CPI and the WP I as two com-
parable measures of price movements at different levels in the economy.
In a sense, of course, this is true. But the assumption of similarity
leads to erroneous conclusions regarding the relationship between the
two. We are often asked to explain why the CPI is rising while the
WPI is falling, or vice versa. When the Consumer Price Index rises
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more rapidly than the Wholesale Price Index, many users leap to the
hasty conclusion that the housewife is being victimized by the rapacious
middleman. Such a conclusion cannot be supported by comparing
the two indexes. In the first place the indexes do not measure prices
of similar groups of commodities at two transaction levels. The
Wholesale Price Index includes raw materials. It also includes semi-
fabricated parts and components made from those raw materials and
the final products incorporating the parts and components. The
manufacturer's price of the consumer good may parallel the retailer's
price, but in the WPI that price, change may be offset by movements
in prices of things that never enter the consumer market. This means
that comparison of the two indexes will not provide a valid measure
of trends in price markups or margins.

Thus far, I have referred to the Consumer Price Index and the
Wholesale Price Index in discussing price index problems and objec-
tives. A more detailed examination of the two indexes will serve to
indicate their uses and limitations and provide a background for sug-
gesting needed improvements in and additions to these basic measures
of price movement.

The Consumer Price Index, inaugurated in essentially its present
form in 1918, is defined as "a measure of changes in prices of the
goods and services bought by families of city wage earners and clerical
workers." 2 It is a price index, and not a measure of changes in family
iving costs. This distinction is worth emphasizing, because it has

significant implications with respect to the use of the index in wage
escal ation.

The CPI is computed by comparing prices from period to period for
a fixed "market basket" of goods and services. A cost-of-living index,
on the other hand, would be analogous to an expenditures index. The
usual concept of cost of living includes the changes in family expendi-
tures which occur when its living habits change, its income rises or
falls, and its requirements for food, shelter and clothing change with
increases or decreases in the family size.

Although the index is not constructed to reflect changes in living
costs as thus defined, the market basket items are representative of the
things that wage-earner families actually buy. The content and im-
portance of the items in the basket are determined by periodic surveys
of family expenditures. The latest of these studies was carried out
during the period 1949 through 1952, and resulted in the revision of
the index first released in January 1953. The basic index structure
has not been altered since that time, although we have changed com-
modity specifications or substituted new items in the market basket
as items originally included were replaced in the market by others.

The market basket contains about 300 specific items of goods and
services, including foods, clothing, house furnishings, rent, home
maintenance, personal and medical care, recreational goods and serv-
ices, and other items in the consumption pattern of the population
group specifically covered by the index. The current prices of these
items are weighted to represent all items consumed by the index
families.

The prices for the index are obtained from representative storesI and service establishments, or other appropriate sources, in 46 cities.
2 See BLS Bulletin No. 1168, Techniques of Preparing Major BLS Statistical Series, ch. 9,for full technical description of the Consumer Price Index.
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The sample of cities includes the 12 largest urbanized areas in the
country. An additional 9 large cities, 9 medium-size cities and 16
small cities, each representing a sampling cell in the universe of about
3,000 urban places in the United States, makes up the balance of the
city sample.

In addition to the national figure, an index is published for each of
the 20 largest cities in the sample. For five major cities monthly in-
dexes are provided. Indexes for the other 15 are issued quarterly.
-This schedule of releases is governed by the frequency of price collec-
tion. We cannot collect prices each month in each city for all items
in the market basket. Food prices are obtained monthly in all cities,
and all items are priced each month in the five large cities. Most of
the nonfood items are priced quarterly in the remaining 41 sample
cities, on a rotating basis, so that prices are available each month from
a subsample of cities of all sizes.

The most obvious and important use of the Consumer Price Index
today is in wage escalation provisions of long-term labor-management
contracts. It is estimated that approximately 4 million workers are
employed under such contracts by which their wages are adjusted on
a quarterly or semiannual basis for changes in the purchasing power
of the wage dollar as measured by the index. In fact, of course, the
index is a consideration in virtually every wage determination made
in this coluntry, whether by management alone or through collective
bargaining.

Although the escalation provisions hinge on a single figure, usually
the national index, other important uses involve not only the summary
figure but the individual item and group series underlying the total.
All of these uses have focused widespread attention on the index,
raising questions about its meaning, accuracy, and appropriateness in
various situations. Many questions arise from misunderstanding,
but others poinit to the need for expansion and improvement in the
underlying current price data and additions to the number and types
of price measures made available. The increasing need for retail
price data in deflating components of the national accounts can be
satisfied only by expanding the scope of the current retail price report-
ing. The appropriate vehicle for this purpose is the current price
program of the Bureau of Labor Statistics.

There is great demand for additional individual city consumer
price indexes and for comparisons of living-cost differences among
cities. For intercity comparisons, the most effective device is the
standard budget. Such a budget, described as the content of a
"modest but adequate standard of living" for a 4-person city wage-
earner's family, was developed by the Bureau in 1947 and its cost
computed for each of 34 large cities. That budget base is now, out of
date, but the Bureau is engaged in developing a new budget structure
reflecting current standards. If funds can be provided for the neces-
sary additional price collection, it is hoped that new budget estimates,
in terms of annual dollar totals, can be issued by mid-1959 for each
of the 46 cities in the Consumer Price Index sample. These figures
will furnish a direct and easily understood means of comparing living
costs among those cities. _ b a _ n '
family types and for various levels of satisfaction. The present +
Bureau program includes the preparation of a budget for an elderly
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couple, to provide a basis for evaluating the adequacy of retirement
benefits and for estimating changes in living costs for retired couples
when they move away from the place of former employment.

Reference has been made to the fact that the basic structure of the
Consumer Price Index has not been brought up to date since 1952.
While maintenance of a fixed base for price comparison is essential if
the index is to serve as a wage-income deflator, it is recognized that
the sample of items and their weights must be reviewed at periodic
intervals. While there are some dissenters, it is generally agreed that
such review and revision should be undertaken at intervals of not
more than 10 years. In view of the time required for the completion
of a new consumer expenditure survey, it is essential that a revision
program be initiated in the very near future if the index is to be
revised on that schedule.

As the earlier discussion has indicated, the Wholesale Price Index
differs fundamentally in many respects from the Consumer Price
Index. In fact, it specifically excludes from its scope sales to house-
hold consumers. The term "wholesale" in this instance refers to sales
in large lots, not to prices paid or received by wholesalers, distribu-
tors, or jobbers. The index does not include Government, services,
or constructions.3 Whenever possible, the prices used in constructing
the index are those applying to the first important commercial
transaction for each commodity. The index is therefore frequently
and more properly referred to as a measure of primary market prices.

The Wholesale Price Index is based on monthly price data for near-
ly 2,000 commodities, ranging from raw materials, such as grains,
fibers, and iron ore, to finished products, such as canned foods, cloth-
ing, automobiles, and machine tools. For most of the raw materials
the prices used are those established in the organized exchanges and
quoted in the trade journals. Prices of semifabricated and finished
products are generally obtained directly from the producers by mail
questionnaire.

The weighting structure of the index is designed to account for
the value of all commodities sold in the domestic market, including
imports. The weighting data are obtained from value of shipments
as reported in the census of manufactures, the value of agricultural
and extractive industry products are reported by the Department of
Agriculture and Interior, and imports as reported by the Department
of Commerce. The general policy of the Bureau is to review and
revise the weighting structure each 5 years, as the results of the
quinquennial Jensus of Manufacturers becomes available.

Although, as I have indicated, the Wholesale Price Index is used as
a measure of general price trends, it is the detail underlying the total
index that has the widest usefulness. Individual item and group in-
dexes are used in deflating components of the gross national product
estimates. Segments of the index are used in escalation provisions
of long-term production contracts, commercial leases, and supply
contracts. For example, virtually all of the heavy power generating
equipment produced is made under an arrangement by which the
contract sum is adjusted for changes in the prices of selected ma-
terials and components between the initiation and completion of the
job. Federal shipbuilding contracts contain similar provisions.

IS(e Mireau of Labor Statistics Bulletin No. 1168, ch. 10, for full technical description
of the Wholesale Price Index.
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The wholesale price series are nationwide in scope, with no local
detail except for individual item prices as quoted on organized ex-
clanges. Thus, the monthly detailed report provides prices and in-
dexes for potatoes at Boston, Chicago, New York, and Portland, Oreg.
Flour, butter, poultry, milk, and other basic foods are reported for
several market centers. Central and eastern regional prices are
quoted for paperboard. For virtually all other commodities in
the index, local detail is not available, chiefly because of sampling
problems and the necessity of avoiding disclosure of confidential
data. e2cs are reported on an f. o. b. point of production or
frei S combinaion of prices originating at

erent shipping points provides a consistent series. To the indi-
vidual consumer of industrial products the index may, however, ap-
pear incorrect. Thus, the purchaser of, say, finished steel products,
may find that the index movement doesn't follow the trends of his
own costs. His costs may rise because of freight-rate increases, or
because in a period when the terms of sale are chlanging he is unable
to take advantage of better quantity or cash discounts offered by the
producers.

It has been suggested that a valuable adjunct to the present whole-
sale price sits could be developed through a series based on reports
of price 7ipby the distributor or industrial consumer. Such an
index wvo refiect fully the effects of changes in freight rates and
might also provide a useful check on the ultimate effect of the discounts
and allowances offered by producers. The maintenance of a consistent
and continuous index of prices paid presents several knotty problems.
One of these is thIe sample of urchasers. Most industrial users of
raw materials, comp an capital equipment do not buy all of
these items every month. A very large reporting sample might be
required, therefore, to furnish sufficient data to establish the average
p-ice paild at a point in time. Moreover, the composition of the re-
porting sample would vary from month to month, which would intro-
duce problems of equating the variations from buyer to buyer in freight
costs, discounts, and allowances.

The wholesale price series suffers from several deficiencies and inac-
curaeies, some of which are almost impossible to correct within the
present frame of operations. While these deficiencies have little effect
on the overall index, they present serious obstacles to the use of many
subgroups and special product combinations'that are desired for ana-
lytical, deflation, or escalation purposes. An important problem area
includes heavy industrial equipment, ships, locomotives, and aircraft.
Most of these products are manufactured to order, and no "market
price" is established for them. Each ship differs from every other
ship. EacI purchaser of aircraft specifies particular features to be
included in his order. The value of these unique products is included
in the weight base, but their price in the current index computation is
imputed to the price movement of their components or other items of
a generally similar type.

The use of mail-price reporting has imposed some limitations on
our ability to obtain accurate data. There is evidence that some
manufacturers may have allowed special discounts or sales rebates to
their dealers and have not reported the fact in filling out the monthly
price schedule. The solution to this problem appears to rest in regular
personal contacts with the firms, to explain the objectives of the price-
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index program, to determine the best method of obtaining an actual
realized price, and to encourage cooperation in accurate reporting. For
some items it appears that direct collection, by personal interview,
rather than use of the mail questionnaire, may be necessary.

Mention should be made of the need for price indexes on an industry
basis. Some types of economic data, such as employment, capitaliza-
tion, and dividend payments, are available on an industry but not a
product basis. Comparable price indexes are frequently needed in
the analysis of these series. Industry price indexes are also essential
for the development of productivity measures, and for studies of
interindustry transfers.

The derivation of adequate industry price indexes involves more
than a mere regrouping of the present commodity series. Aside from
the fact that the output of some major industries is poorly represented
in the present series, there are difficult weighting problems. Ideally,
the weights should be constructed on a value added basis, so that each
industry series would be influenced by the actual value contribution
made by that industry to the total output. The present item weights
in many instances represent values of groups of items for which price
movements are generally similar. This imputation pattern may
ignore industry f origin, which means that the value of output for one
industry may be included in the weight attached to the product of
another. Among the other problems involved are the derivation of
adequate weights for secondary products, and the inclusion of inter-
plant transfers, now excluded from the weighting structure. Despite
these problems, however, this is one of the gaps in the Bureau's price
program which should receive early attention.



PRICE AND INCOME MEASURES FOR AMERICAN
AGRICULTURE

Oris V. Wells, Administrator, Agricultural Marketing Service,
United States Department of Agriculture

The invitation to prepare this statement was generous: I was to con-
cern myself with the general price level and nonagricultural phe-
nomena only to the extent I so desired, I was not to feel mortgaged
to any existing statistical measures simply because they were now pro-
vided for, and finally I was not to be overly concerned with theory;
rather, I should so far as possible keep the discussion in terms of
what appeared to be reasonably practical.

There are three comments I should like to make with respect to these
terms of reference:

First, I am of course aware of and agree with the argument in
favor of a stable "general price level." However, I do not know how
to measure, at least in any precise way, the general, overall price level
nor do I think that any single measure, assuming we were to agree on
one, would wholly serve the purpose which the committee has in
mind.

That is, it never seemed to me in the twenties and early thirties that
the Wholesale Price Index measured the general price level even
though we often talked as if it did. Nor do I today accept the Con-
sumer Price Index; useful as it is, as a single sufficient measure of the
overall concept. Further, except under pressure of great economic
strain, and usually then also, it seems to me that many, often the most,
of our price problems have to do with differences in price and related
economic developments as between different sectors of the economy.
Very simply, this means that we are as much interested in sector or
partial price level measures as in the direction and magnitude of the
total price movement.

Second: In discussing price and related economic measures for
agriculture, it is difficult for me to start anywhere except with the
measures now beinig used, along with our current recommendations
for improvement.

Our farm statistics have gradually developed over quite a long
time, they have been and are being used to evaluate programs and
arrive at decisions, and the problem as I see it has to do with strength-
ening and improving our current measures, not with designing an en-
tirely new set.

Third: Analysis of why prices behave as they do and the effects
or implications of such behavior are as important as any set of price
statistics. Prices or price indexes by themselves are purely neutral.
They only tell in a predetermined way what has happened-not why
nor whether it is good or bad, nor what should be done. So I con-
clude that we should never spend all our funds simply to collect, com-
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bine, and release statistics. Appropriate analyses must also be ar-
ranged for.

There is a good argument that the only really good index or
aggregative measure for any practical purpose is one which has
been designed to fit precisely and particularly the problem at
hand. In fact, I often find myself arguing along the lines of
Kenneth Arrow's recent (Econometrica, October 1957) conclu-
sion: "In view of the magnitude of an economic system, it would
take only a very small percentage of improvement in economic sta-
bility or growth to make almost any conceivable data collection
worthwhile" (i. e., the cost of collecting the relevant data would be
quite small as compared with the possible gain). But there are
practical limits: We must often analyze actual situations and arrive
at decisions on the basis of statistics collected in accordance with
some earlier estimate of what might be useful while at the same time
fiscal administrators and congressional committees are rarely as en-
thusiastic about statistics as are the economists and the statisticians.
So we must design our statistics to supply our analysts and policy-
Makers with as much data as possible bearing on what we believe to be
the main questions ahead.

There has long been a strong, continuing interest in comparing
prices received by farmers with either prices paid by farmers or prices
of nonfarm commodities. As a result, we have now been calculating
and publishing monthly indexes of (1) prices received and (2) prices
and cost rates paid by farmers since the mid-1920's. I should now like
to consider these two indexes, omitting, however, any discussion of
the parity price calculations which also involve both indexes. There
is a double reason for this omission: These are the two basic farm-
price measures irrespective of their use in the parity calculations,
while the parity problem itself has been recently discussed in a report
to the Senate as well as in the statement which I submitted to the Joint
Economic Committee only last November.'

PREICES RECEIVED BY FARMERS

The index of prices received by farmers as now published by the
USDA in our monthly report, Agricultural Prices, is a straightfor-
ward aggregative price index, calculated from the base 1910-14=100.
The weighting pattern for the period 1910 to 1935 is based on the
average volume of farm sales of about 50 commodities.during 1925-29,
while from 1935 to date the weighting pattern is related to the average
sales of 52 commodities accounting for 92 percent of all farm cash
sales for the years 1937-41.

There are no really difficult problems associated with this index.
The commodity mix has not changed so radically over the years as to
raise serious questions as to comparability as between even widely
separated periods and except for truck crops, some fruits, and tobacco,
the accurate measurement of month-to-month changes is not too
difficult.

ISee: Poseible. Methods of Improving the Parity Formnla, Report of the Secretary of
Agriculture Puhrsunot to Section 602 of the Agricultural Act of 1956. 8. Doe. No. 18. 85th
Cone., lst seas.. February 1. 1957: and Orviq V. Wells, Parity Prices and Parity Income
Formnina, 19l3.-57. incldeld In Policy for Commercial Acriculture-Tts Relntion to Eco-
nomic Growth and StahilItv, papers submitted by panelists appearing before the Sub-
committee on Agricultural Policy, joint committee print, November 22, 1967.
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There are nevertheless some improvements that would be desirable.
We are now primarily dependent upon mail questionnaires for most of
our basic data. This leads to certain limitations-limitations which
can be removed only by providing for the direct enumeration of a set
of dealers selected by modern sampling methods. This would go far
to eliminate variations resulting from intermittent nonresponse of
mail reporters-i. e., "holes" in the basic sources of price informa-
tion-and to insure improved representativeness and stability. The
data collection procedure for the Consumers' Price Index may be
looked upon as something of the pattern toward which we should
move. With this development should go the collection of prices for
more commodity breakdowns by main classes and main methods of
sale. Farm forestry products, which account for several hundred
millions of dollars of farm sales, might also be priced. Finally, it
would be desirable to shift both the official reference base and weight-
ing pattern for the index to a recent, post-World War II period.

Since American farmers exhibit a strong tendency toward continu-
ing full production, although shifting substantially as between various
crops and classes of livestock depending upon relative returns, fluc-
tuations in the prices received index have a relatively high correlation
with changes in cash farm sales. Further, since prices farmers receive
for most commodities are still flexible, changes in this index, when
measured relative to changes in the far more stable index of prices
and cost rates paid by farmers, give an approximate indication as to
the prosperity or well-being of commercial farmers (roughly, the 44
percent of farmers accounting for about 91 percent of all farm
products sold).

COSTS AND MARGINS

Changes in prices received by farmers are also one of the main
factors affecting the price of food at retail. However, what the house-
wife buys at retail is not the raw farm product but rather a combina-
tion of the farm commodity along with all of the associated assembling,
processing, transporting, and selling services. Since food costs are
one of the principal components of consumer expenditures, this means
that it is desirable to measure the costs and margins which intervene
between farmers and consumers in order that food costs can be broken
down into the farm and nonfarm portions. Such calculations are
facilitated to the extent that retail prices are collected on such food
items as to allow a good composite price to be calculated for compari-
son with the prices of the raw commodity at the farm level-this is
especially true for meat animals, for example.

We now estimate the value or retail cost of an average food basket
of products grown on American farms. That is, the average quanti-
ties of food purchased by an average-sized family, using the same
quantity food weighting pattern as used by the Bureau of Labor Sta-
tistics in calculating the Retail Food Price Index, is compared with
the estimated farm value of an equivalent amount of the various com-
modities concerned. Such measurements are essential to understand-
ing the forces affecting both short-run changes and longer term trends
in prices of food at retail.
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PRICES AND COST RATES PAID BY FARMERS

Commercial farming is a business operation with the farmer's net
income depending not only upon prices received, the efficiency of his
own labor and management, and the effect of weather upon yields, but
equally upon the level of prices and cost rates paid. As a result,
efforts to measure prices paid by farmers, or comparisons between
farm and nonfarm prices, go about as far back as efforts to measure
changes in the average level of prices received.

Since the late 1920's the United States Department of Agriculture
has been calculating and publishing an index of prices paid by farmers
which has gradually expanded into an index of prices and cost rates
paid. Compared with the index of prices received by farmers, wherethe statistical problems are relatively simple, the maintenance and
improvement of this index presents some difficult, complex problems.

As in the case of the prices received index, the prices paid indexes
are still calculated from the official base 1910-14= 100. But whereas
the general mix of farm commodities sold has remained relatively
stable, this index now covers three considerably different periods asit extends back to 1910-14.

The first period was characterized by the farming methods which
prevailed prior to World War I when horses and mules were almost
the sole means of farm power, and is represented in the current cal-
culations by price series representing farmers' purchases for living
and production, excluding automobiles, trucks, and tractors, but in-
cluding allowances for taxes on farm real estate, interest on farm real-
estate mortgages, and wages to hired farm labor.

Then there followed a, transition period during which farmers
were shifting rather rapidly from horses and mules to automobiles,
trucks, and tractors. Accordingly, price series for automobiles, trucks,
and tractors, and various automotive supply items were incorporated
into the index as of March 1924. The weighting pattern prior to
January 1935 was based upon estimated average purchases and outlays
of farmers for the years 1924-29.

The third period starts in the late 1930's and so far as the index asnow calculated is concerned, extends from March 1935 to the present.
This period is characterized by the increased use of fertilizer and
spray materials, increasing wages to hired farm labor, and the sub-
stantial completion of the shift from horses and mules to automobiles,
trucks, and tractors. The weighting pattern for this period is the esti-
mated average purchases and outlays by farmers for the years 1937-41.

Obviously, the measurement of price changes over periods in whichsuch wide differences have occurred in the actual mix of goods andcost elements entering into farm production and farm family living ashave occurred during the last 50 years raises some very real statistical
problems. The direct and by all means the most satisfactory solution
to these problems is to shift the base and weighting pattern for the
index of prices and cost rates paid by farmers to a post-World War
II period. This was one of the chief reasons for the Secretary ofAgriculture recommending to the Senate in January 1957 that the
official reference base of this index be shifted to the 10-year period,
1947-56.

Meanwhile, the Congress did make funds available for a compre-
hensive survey in 1956 of farmers' expenditures for both production
and farm family living purposes covering the calendar year 1955.
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We are now analyzing these survey data with a view to calculating a
current weighting pattern for the prices-paid index. This should
be done whether or not the reference base is changed. But the statis-
tical work would be simplified and the index strengthened if we could
dispense with having to trace back through three sets of linkage fac-
tors to the original base, 1910-14.

In addition to adopting a new weighting pattern and base period
for the index of prices and cost rates paid by farmers, it would also
be desirable (a) to expand the coverage of the index to include im-
portant service or commodity areas not now covered and to strengthen
the data for groups now inadequately covered, and (b) to adopt an
objective probability sampling procedure combined with enumerative
collection of data as already mentioned with respect to prices
received.

The index of prices and cost rates paid by farmers as now calculated
covers (a) prices paid by farmers for 191 items used in farm family
living, (b) prices paid by farmers for 199 items used in farm produc-
tion, and (c) allowances for taxes on farm real estate and farm mort-
gage interest paid, and wage rates paid to hired farm labor. Actu-
ally, prices are now covered for 350 items or commodities since 40 of
them are common to both the family living and the farm production
subindexes. The prices-paid index is calculated and released on a
monthly basis but the wage-rate data are quarterly and annual rates
are used for taxes and interest.

The 1955 expenditure survey indicates that our current information
covers only about 81 percent of farmers' expenditures for commodities
used for both farm family living and farm production.

The chief farm family living items not covered are those for medi-
cal, dental, and hospital purposes which amount to over $1 billion, or
7 percent of total farm family living expenditures; expenditures for
personal insurance of about $400 million, or about 2.5 percent of total
living expenditures; and expenditures for recreation amounting to
$300 million, or about 2 percent.

In the field of farm production, classes of items not now covered
include machine hire and work paid for on a custom-rate basis, cash
rent, irrigation charges, and marketing expenses for crops and live-
stock. Representative prices or charges should be collected covering
these expenditures. Marketing expenses, for example, account for
about $500 million, or 2.5 percent of all production expenditures. In
addition, the coverage of some commodity groups already represented
in the index should be substantially expanded; e. g., containers for the
marketing of farm products and pesticides for the control of insects
and fungi.

Meanwhile, for many items used in the farm family living field, we
ask local merchants to report the average price of the kind of item-
e. g., workshirts, overalls, shoes, flour, etc.-most commonly sold. For
the more costly items, we do ask for prices according to specifications.
We should increase the use of specification pricing although it seems
to me that the "most commonly sold" method has some advantages
which also need to be considered, especially when dealing with essen-
tial, everyday items. These problems of coverage and the use of spec-
ification pricing relate in considerable part to the problem of available
funds. We are now mostly using mail questionnaires. Widening the
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coverage and enumerative pricing on an objective sampling basis
would considerably increase the costs of our price work.

- INDEX OF FARMLAND VALUES

One of the price indexes to which I would like to call the commit-
tee's attention is the index of average value per acre of farm real
estate. Farm real estate accounts for about 70 percent of the value of
farmers' nonfinancial assets, and changes in market values and rates of
transfer serve as indicators of the general economic position of agri-
culture. Although, technically speaking, the index measures only
changes in market prices of one productive factor, land, the nature of
this resource is such that its price also reflects the confidence or judg-
ment of farmers and others who invest in farmland as to the longer
run prospects of agriculture. Consequently, the broad movements that
occur in land prices often have significant implications with respect to
agricultural credit, rural welfare, and the attainment of farmowner-
ship.

The regular crop reporters of the Department are the primary source
of basic data used in constructing the index of farm real-estate values
by the Farm Economics Research Division, Agricultural Research
Service. They provide estimates of prevailing market values in their
localities as of March 1, July 1, and November 1. Index numbers are
computed for States, type-of-farming areas, and special groupings of
States as well as for the United States as a whole. Special mail sur-
veys are also directed twice each year to about 10,000 farm real-estate
dealers, bankers, lawyers, and others in close contact with local market
developments. Data from these surveys provide a check against the
crop-reporter estimates as well as a general appraisal of local supply
and demand conditions, availability of credit, types of sellers and
buyers, and related information.

Although the National and State indexes are sufficiently reliable for
most purposes, a larger number of reports, particularly by class or type
of land, would improve the accuracy of the index in certain States.
Steps have been taken in recent years to improve the reporting pro-
cedures in New England, Florida, Nebraska, and California with this
end in mind. However, a need exists for information as to the level
and trend in market prices for areas smaller than States which cannot
be met by present reporting procedures. By necessity, a State index
often averages significant variations in price movements within the
State. A substantial increase in the number of reports for relatively
homogeneous areas within States would be necessary to permit the
calculation of indexes below the State level.

II

Price policy is chiefly a means to an end and price indexes themselves
rarely measure the final results in which we are chiefly interested. For
this reason, it seems necessary to call attention to the need for improv-
ing our estimates of farm income and farm expenditures as well as
the need for breaking down farm income estimates as between different
classes of farms. At the same time, attention is called to the fact that
all of the data which we use in deriving average prices and price in-
dexes are also useful and necessary in estimating farm income.
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Formerly, farm expenditure and net farm income estimates were
made for the United States as a whole with no breakdown either as

between different classes of farms or as between the various States and
geographic divisions. However, the census of agriculture now classi-
fies farms and tabulates value of production, farm expenses, and re-

lated data by farm class. In addition, funds are now available for

estimating farm expenditures and farm operators' net income on a
State basis. The committee will also recall that during the recent
hearings on Policy for Commercial Agriculture, Messrs. Nathan Koff-

sky and Ernest Grove of the Agricultural Marketing Service were
asked to prepare a paper breaking down the national farm income
estimates so far as possible between low-production and high-produc-
tion farms (i. e., farms with annual farm sales of $2,500 or more) for
the years 1946 through 1957.

We need (1) to strengthen our current farm income estimates
wherever possible, especially the estimated income of farm people
from nonfarm sources, (2) to substantially improve our estimates of

farm production expenditures both by States and for the United States
as a whole, and (3) to find ways of breaking down our annual farm
income estimates as between classes of farms, especially commercial
versus noncommercial farms. Good farm income estimates properly
broken down as between the various States and as between commercial
and noncommercial farms would, along with a revised index of prices
paid by farmers, yield a much better judgment than is now available
as to the relative well-being of farm people.

Since the committee is chiefly interested in price policy, I shall not
endeavor to go into all of the various problems having to do with the
estimating of farm income and farm expenditures but they are con-
siderable, and we also need to find some way of getting more adequate
annual estimates of both the numbers of farms and of farm
population.

So far as the aggregative farm income estimates are concerned, the
accompanying table does set forth the main aggregates in which we
are interested and to which our attention should be directed. Since
farm income may be looked at in several different ways, it may be
worthwhile to briefly define what each of these aggregates measures:

Cash receipts from farm sales or marketings measure the value
of farm products sold by farmers during the calendar year.

Gross income from agriculture represents the total value of
commodities and services produced by farms in the United
States, without any deduction for production expenses. In addi-
tion to cash receipts from farm marketings, gross farm income
also includes direct Government payments to farmers, the value
of the net Shange in inventories of farm products, and noncash
income-i. e., estimated allowances for food and fuel consumed
directly in farm households and the rental value of the farm
dwelling.

Production expenses comprise the aggregate costs paid out or
incurred by farm operators for production purposes. Current
farm operating expenses include wages paid hired farm labor,
both in cash and in kind, purchases of feed, livestock, seed, fer-
tilizer, outlays for repair and operation of farm buldings, motor
vehicles and other machinery, etc. Charges are also included
for depreciation of motor vehicles and machinery, taxes levied
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on farm property, interest paid on farm mortgage loans, andnet rents paid to nonfarm landlords. Production expenses donot include an imputed value for labor of the farm operator andhis family or for land and other capital owned by the operator.Realized net income of farm operators from farming is thebalance which remains when production expenses are deductedfrom realized gross farm income. That is, it represents whatfarm operator families have available during the year for farmfamily living and savings on the basis of actual farm sales orfamily use of farm-produced commodities or services, includinguse of the farm dwelling. It is not adjusted for the value of thenet change in farm crop inventories or numbers of livestock.Total net income of farm operators from farming differs fromrealized income by the value of the net change in farm inven-tories. The changes in the physical volume in the various cropand livestock items are valued at the average price of the com-modity for the year. This adjustment is added to or subtractedfrom realized gross or net income of farm operators to convertit to total gross or net income. Both the realized and the totalestimates measure returns for the labor and management of theoperator and his family and the return on land and other capitalowned by the farmer.
Net income to all persons on farms from farming adds wagespaid for farmwork to hired farmworkers living on arms to totalnet income of farm operators from farming. Income to personson farms from all sources adds income received by persons onfarms from sources other than agriculture to income from agri-culture. Farm families on the average receive a fourth or moreof their total net income in the form of earnings from employ-ment in nonagricultural occupations or as returns from invest-ment in nonfarm property. Hence the measurement of theseitems is obviously important as a supplement to the regularmeasures of farm income.

Each of these aggregative or total measures has its appropriateplace or use, and the net income estimates when divided by the esti-mated number of farms or farm population give a much more ac-curate measure of changes in funds available to farm families thando any of the price indexes. The price indexes do, however, in-fluence and help forecast changes in income, while the index, or sub-index, of prices paid by farmers for goods and services used in farmfamily living is also our best measure of changes in the purchasing'power of the farmer's net income dollar.

INCOME BY TYPES AND SIZES OF FARMS

In addition to strengthening our aggregative measures of farm in-come and findings ways of breaking them down as between part-time, small-scale, and commercial farms, we also need supplementaryanalyses indicating the changes that are taking place with respect todifferent types of commercial farms.
The best approach to this that I am so far acquainted with is thecosts and returns series for specific types of farms (e. g., centralIllinois cash grain farms, Corn Belt hog-beef fattening farms, Cen-
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tral Northeast dairy farms, central Kentucky tobacco farms, South-
west cattle ranches, Delta cotton farms, etc.) which are now main-
tained in the Farm Economics Research Division, Agricultural Re-
search Service.

On the basis of census, special survey, and other data, representa-
tive commercial farming systems are derived for specified types and
sizes of farms within given areas. Estimates for these representative
farms are then made from year to year as to changes in organization,
crop and livestock production, sales, expenses, net income, and related
information. These series provide information on year-to-year
changes as well as an appraisal as to differences among various types
and sizes of commercial farms in major producing areas. So far,
such series are available for about 30 types of farms in 16 of the more
important type-of-farming areas. To be most useful, the number of
farm types or areas for which such series are calculated needs to be
sufficiently increased to be representative of broad types of farming
(cotton, dairy, etc.) for the United States as a whole. Also, the col-
lection of data from current surveys should be strengthened with
respect to such items as hired labor, fertilizer, pesticides, farm ma-
chinery, and building repair and improvement.

* * *

In discussing the various price and income measures in sections I
and II above, I have tried to indicate what the main measures are and
discuss briefly the improvements that should be made. The views
expressed are personal rather than official. For more detailed in-
formation, the committee is referred to volume 1, Agricultural Prices
and Parity; volume 3, Gross and Net Farm Income; volume 4, Agri-
cultural Marketing Costs and Charges; and volume 6, Land Values
and Farm Finance, of Agriculture Handbook No. 118, Major Statis-
tical Series of the United States Department of Agriculture; How
They Are Constructed and Used. United States Department of
Agriculture, 1957.
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Number and percentage of farms and proportion of market 8ale8, by economic
cla88, United State8, 1954

Number of Percentage PercentageEconomic class Value of sales farms of all farms of market
sales

Thousands Percent Percent
Commercial farms:

With sales of $2,500 and over:
Class I -- ----- $25,000 and over.---- 134 2.8 31.3Class II -$10,000 to $24,999-- 449 9 4 26.9Class III-$5,000 to $9,999 707 14 8 20 .5Class IV -$2,100 to $4,999 812 17.0 12. 1

Total ----------- 2,102 44.0 90.8
With sales of less than $2,500:

Class V -$1,200 to $2,499 . 763 16.0 6 7Class VI -$250 to $1,999 1
462 9.7 1.4

Total -1,225 25.7 7.1
Other farms:

Part-time -$250 to $1,199 - 575 12.0 1. 5Residential-Under $250 878 18.3 3Abnormal z - -3 .1 .3

Total -- -------- 1, 455 30.4 2.0

All census farms -4, 782 100.0 100.0

I Farms with sales of $250 to $1.199 were classified as part-time if the operator worked off the farm as muchas 100 days, or if other income of the operator family exceeded farm sales.
I Public and private institutional farms, experiment stations, and s on.
Based on Bureau of tle Census data. Adapted from table 2 of Family Farms in a Changing Economy,Agriculture Information Bulletin No. 171, March 1957, USDA, ARS.



Selected data relating to farm prices and incomes, United States, 1959 and 1946-58

Prices received and paid Food market basket 8 Measures of income from farming or to farm people (billion dollars)
(1010-14 e 100)

Index of farm
Not income of farm Income to persons land values

Year Prices Cash operators from on farms (1012-14-100)
received Prices paid Parity Farm Marketing receipts Gross farm Production farming'

by farmers' or parity ratio value margin from farm income 4 expenses' 4
index index I (percent) I . sales 4 _

Realized Total From From a l
farmjng sources

1939 - -5 123 77 3 $172 ' $279 7.9 10.6 6.2 4.4 4.5 5.2 7. 7 R2
1946 - - 236 208 113 (5) (8) 24.8 29.3 14.3 15.0 14.9 16. 7 21.0 141
1947 - -276 240 115 467 444 29.7 34.0 16.8 17.2 15. 5. 17.4 22.3 157
1948 - -287 260 110 497 485 30.3 34.6 18.6 15.9 17.7 19.7 24.8 170
1949 - - 250 251 100 435 493 27. 9 31.6 17.9 13.7 12.9 14.7 19.9 177
1950 - -258 256 101 432 488 28.4 32.1 19.2 12.9 13.7 15.5 20.8 174
1951 - -302 282 107 497 527 32.9 37.1 22.3 14.8 16.1 18.0 23.6 200
1952 - -288 287 100 482 552 32. 6 36.7 22.5 14.3 15.1 17.0 23.1 221
1953 - -258 279 92 445 558 31.2 35.1 21.2 13.9 13.3 15.1 21.1 221
1954 - - 249 281 89 421 565 29. 9 33.7 21.5 12. 2 12. 7 14.4 20. 2 216
19.5 - -236 281 84 395 574 29.5 33.2 21.6 11.6 11.9 13.6 19.9 224
1956 - -235 285 82 390 582 30.4 34.4 22.3 12.1 11.6 13.4 20.1 232
1957 - - 242 296 82 400 607 30.0 34.4 22.9 1. 5 12.1 13.9 20.2 247
19.S: 4th quarter 2.34 289 81 393 590 30.9 35. 2 22.6 12.6 12.0 (8) (8) ' 241
1957:5

Ist quarter 237 294 81 385 597 30.3 34.5 22.8 11.7 12.0 (8) (8) 8247
2d quarter ....-- 243 296 82 395 607 30.0 34.4 23.0 11.4 12.1 (8) (8)
3d quarter. 247 295 84 414 616 29.8 34.3 22.8 11.5 12.2 (8) (6) '253
4th quarter 241 298 81 407 607 30.0 34.5 23.0 11. 5 12.2 (8) (8) 7 259

1958: Ist quarter. 254 302 84

I Index of prices and cost rates paid hy farmers for goods used in fai m family living and 'Quarterly data are seasonally adjusted annual rates.
production Including allowances for hired labor and taxes and mortgage interest paid per S'Preliminary
acre of farm real estate ' Quarterly data not available.

2 Index of prices received expressed as a percentage of the index of prices paid. I Nov. 1.
a The market basket Includes estimated quantities of United States grown foods pur- 8 Mar. 1.

chased per urban worker family in 1952. 1939 estimates based en same market basket as S July 1.
for 1947 to date. Comparable data for 1946 not available. -.,...r ... l…
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FARMERS' PRICES

1920 1930 1940 19"
* MONTHLY DATA

A INCLUDES INTEREST. TAXES. AND WAGE RATES. ANNUAL AV. DATA. 191023.
BY QUARTERS. 1921 36, By MONTHS, 1937 TO DATE

U. S. DEPARTMENT OF AGRICULTURE NEG. 98! 58(3) AGRICULTURAL MARKETING SERVICE

The indexes of prices received and prices and cost rates paid by farmers are
shown in the first section of the above chart. Note that while the index of
prices received by farmers remains relatively flexible, the index of prices and
cost rates paid by farmers-has become increasingly inflexible, showing no real
decline from 1952 to date. The relationship- between prices farmers receive and
the prices and cost rates they must'pay-commonly referred to as the "parity
ratio"-is shown in the second section of the chart.

128



EOONOMIC STABILITY AND GROWTH

The above chart breaks the retail value of an average American family's
annual purchases of foods derived from American farms into its two basic com-
ponents-that is, the farm value of the equivalent raw commodities and the total
costs and margins which intervene between farmers and consumers. Note that
from 1951 into 1956 marketing costs rose relative to farm prices so that the
farmer's share of the retail food dollar declined from 49 percent to 40 percent.
In 1956 and again in 1957, 60 percent of the cost of the food market basket was
accounted for by marketing charges. Falling farm prices tended to offset the
increase in marketing costs and margins from 1951 through 1956, but with some
increase in farm prices in 1957, along with another increase in marketing costs,
prices of food at retail also increased.

INCOME
OF FARM
OPERATORS

_*I l

1930 1935 1940 1945 1950 1955
* EXCLUDINC INVENTORY CHANCE; INCLUDING GOVERN.ENT PAYMENTS

U. I DEP.RT.ET OF AGRI CULTURE NEG. S43-58 (3M AGRICULTURAL

$ BIL.

40

30

20

10

1960
MARK ETING SERVICE

The above chart traces the realized gross and net income of farm operators
from farming from 1930 through 1957 and indicates the increasing importance
of production expenses as a determinant of net farm income. The rise in pro-
duction expenses reflects two main influences: First, technological developments
have substituted machines and other industrial products for human labor which
has brought a high, relatively inflexible cash cost structure to modern American
agriculture. Second, persistent inflation during the last decade has had a
more basic effect on farmers' costs than on prices of products sold by farmers.
In 1957, production expenses accounted for 2 out of every 3 dollars received by
farmers from farming operations, as compared with a ratio of only about 1 out of
every 2 dollars in 1947-49.
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III

PAST PRICE BEHAVIOR VIEWED IN THE CONTEXT OF
CYCLICAL AND SECULAR ECONOMIC CHANGES
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III. Past price behavior viewed in the context of cyclical and secular
economic changes

A. What have been the general price movements based on
the various available indexes? What cyclical and
secular economic changes have been associated with
these price movements?

B. In studying trends, particularly those of recent years,
what has been the relationship between price changes
and changes in the cost of the various factors ofproduction-

1. To what extent have price changes preceded or
lagged behind changes in labor costs?

2. To what extent have price changes exceeded
changes in labor costs?

3. What has been the effect of changes in capital
costs-i. e., interest rates and other costs-on
prices?
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THE BEHAVIOR OF PRICES, 1890-1940

Clarence H. Danhof, Tulane University

Information on the movements of prices over time plays an in-
dispensable role in the analysis of economic fluctuations. When em-
ployed in conjunction with other indexes of business activity, price
series contribute to the appraisal of business conditions. In short-run
situations, price trends provide guides in suggesting probable eco-
nomic developments. Prices play an essential role in the interpreta-
tion of data on production and income values and are similarly indis-
pensable in appraising the effectiveness of the economy in supplying
real goods and services. They are useful in measuring changes in the
relative positions of economic groups. The internal structure of
prices-of factors and end products-also invites attention. The
possibility exists that analysis of the changing pattern of prices within
the total structure may uncover recurring relationships that will con-
tribute and assist in the development of control programs.

This paper reviews briefly some of the more significant aspects of
price level movements and certain relationships within the structure of
prices from the point of view of their relevance to the promotion of an
economy operating at maximum effectiveness. Many aspects of the
subject will be treated lightly since they will be dealt with more fully
elsewhere in this compendium. The period covered is the half cen-
tury, 1890-1940. The paper is primarily a summary of observations
and conclusions of recent research.

ROLE OF PRICES

A price originates as the money side of a single exchange action in-
volving a buyer, a seller, and a specific good or service. The funda-
mental function of prices is to make possible the appraisal by buyers of
the goods and services available, and the appraisal by sellers of op-
portunities to offer goods for sale.. The system of prices acts to give
producers minute information as to the terms of availability of produc-
tion factors as well as to measure the effective desires of purchasers.
Prices are thus the mediums by which the resources allocating and
product determining functions are carried out in a free enterprise
system. In performance of this service, specific prices are constantly
changing, displaying varying degrees of sensitivity, shifting rela-
tionships one to another with varying frequencies and differing
amplitudes.

To effectively analyze prices, whether at a point in time or over a
period, they must be merged or consolidated. Thus, we may consider
the prices of groups of commodities, classified in some logical relation-
ships as to origin or use; prices of factors of production as contrasted
with end-use goods; and prices as a totality, which when viewed as a
historical series, constitutes the concept of the price level. Such
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groupings may reveal significant trends, obscured in the great mass
of historical data.

Such groupings are, however, no longer true prices. Each item in
such a group of price measures as, for example, the BLS wholesale price
series shown in the table, must be envisioned as an abstraction. It is
an artificial summarization of a multitude of prices which over the
period covered have moved in opposite directions and with varying
amplitudes. It is obvious that much of what has actually happened
is lost in reducing such activity to a single figure; on the other hand,
the essential meaning in the complex of changing prices is approached
in a sufficiently simplified form'to provide a tool of wide applicability.

The changes found in such measures of the general price level may
be usefully classified according to the period of time involved, or to
conform to some change which is to be interpreted. For our pur-
poses the importance of price movements relates to changes in eco-
nomic activity and our primary interest is in the referral of price
movements to the phases of the business cycle. There exist also
movements over time periods longer than the cycle.

SECULAR TRENDS

The 30 years from the close of the Civil War to 1896 were char-
acterized by a persistent decline in the price level. The wholesale
index which stood at 116.3 in 1866 (1926=100) fell to 46.6 in 1896.
This downward movement was remarkably continuous, interrupted
only by a few short upturns and a few years of stability.

From the 1896 low, prices turned upward, moving sharply until
1900, and then more slowly until 1915, at which time prices were
50 percent above the low. War conditions stimulated further sharp
increases, prices reaching in 1920 the highest levels of this half
century.

The peak was short lived. Precipitous declines occurred in late
1920 and in 1921, the fall in the wholesale index from 154 to 98 being
by far the sharpest short-term decline in the period. The movement
was remarkable for its brevity. Stability was achieved in 1924 at
levels well above prewar.

There was relatively little movement in prices in the 5 years fol-
lowing. This period of stability was interrupted by a renewed down-
ward movement; the severe declines which characterized the early
thirties. The low point came in 1933. Since that time the price level
has moved consistently upward, interrupted only by mild reaction
in 1937-38.

The causes of such long-term secular movements are not likely to
be found in analysis of the internal structure of prices. Long-term
trends in the prices of individual commodities usually reflect tech-
nological developments, changes in raw material supplies, or in con-
sumption patterns and institutional relationships. Long-term swings
in the general price level are generally associated with changes in
external factors such as wars, technological developments, and insti-
tutional changes, particularly those relating to the currency supply.
Though the relationship of secular to cyclical changes is the subject
matter of a considerable literature, no significant generalization seems
possible at this time.
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PRICES IN CYCLICAL CHANGES

During this half century 14 cyclical movements in economic activity
may be identified following the criteria developed by the National
Bureau of Economic Research. Cycle peaks and troughs are de-
tailed as shown on the table, and the data grouped accordingly.

Some of these cycles were periods of mild adjustment, movements
of output and prices ranging narrowly. The major disturbances were
those of 1893-97 (two cycles), 1902-4, 1907-8, 1913-14, 1920-21, 1929-
33, and 1937-38.

Significant declines in production and employment occurred in some
of the pre-World War I contractions but price changes were in most
instances relatively modest, declines being moderate and quickly re-
covered. During the contractions of 1899 and 1904 the prevailing
rising trend of prices persisted although dampened in 1904 by de-
clines concentrated in the metals and chemicals groups. From 1904
to 1907 metals were much the most volatile price group; suffering the
largest decline in 1908. The contraction of 1908 was accompanied
by a severe financial crisis, heavy unemployment, and reduced pro-
duction. The decline of prices was, however, moderate and of brief
duration.

The contraction of 1911 was accompanied by a general price decline
of 6 or 7 percent and a recovery within a year to 1910 levels. The
briefer but more severe contraction of 1914 made little impression on
the general price level though declines in metals and fuels were sub-
stantial.

Manufacturing activity rose rapidly after 1914, reaching a peak in
1918. Prices followed behind, at first slowly, and then more rapidly,
continuing to rise long after manufacturing activity was contracting.
The peak was reached in 1920 at a level more than double that of
1910-14, representing an expansion proportionately far greater than
occurred in physical production. The rise in prices was shared by
all categories though there were marked differences in the timing of
peaks and course of the subsequent declines. Chemicals reached a peak
in 1918, farm products in 1919, and metals and building materials in
1920.

The 1921 contraction, though brief, was one of the most severe up to
its date, measured in declines in production or employment. It is
noteworthy for the precipitous decline in prices, a large part of the
increase of the preceding 5 years 'being wiped out in an 18-month
period. Metals experienced the smallest group decline in 1921 but
continued to fall in 1922. All other price groups achieved stability in
1922 at a level about 30 percent above prewar.

Some recovery in prices was evident in 1922, the upward movement
continuing in 1923. A mild contraction in 1924 proved a minor and
temporary setback; prices continued to press upward, reaching a post-
war high the following year, the all commodity index standing at 103.

A mild contraction in 1927 was accompanied by widespread price
drops which reduced the all commodity index by 5 percent. Stability
was characteristic of 1928 and 1929, but a decline of about 10 percent
occurred in 1930. Further declines in 1931 and 1932 brought the all-
commodity index down to 65 in 1932 and early 1933, a drop of roughly
one-third in 6 years. Farm products, textiles, fuel, and lighting ma-
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terial led the decline in time and in magnitude; metals and building
materials evidenced the greatest resistance to the trend. Prices of raw
materials in 1932 were 45 percent of 1926 levels while manufactured
commodities were off 35 percent.

Marked recovery of prices occurred in 1935 and 1936, leveled off in
1936 and resumed in 1937. Increases were most marked in farm prod-
ucts. A renewed decline then pushed prices back to 1934-35 levels,
with farm products and raw materials once again suffering the great-
est reduction. Metals and building products successfully resisted the
reversal. Prices in 1938-40 remained stable at these levels until 1940,
although farm products and raw materials suffered further declines.

A much more detailed analysis of price history of this period is
readily possible. This brief review serves here as background for
analysis which utilizes far more detailed information. Such analysis
suggests the operation of some simple but fundamental relationships.

It seems reasonable to conclude, for example, that there is no such
thing as a "normal" price level; at least none seems to have existed
in this half century. There have, however, been glimpses in this
period of a desirable structural complex of prices: that is, a pattern of
interrelationships which operate in such manner as to permit or induce
a rate of maximum output, that maximum being established by
resource availability.

It also seems clear that increases in the general price level occur
when output is moving to higher levels. As the volume of output
approaches the capacity of the system, strains develop, and very rapid
price increases of considerable magnitude occur. On the other hand,
declines in prices are general when productive activity declines. It
would seem to be true that many prices can resist declines with suf-
ficient strength so that very sharp reductions in activity may occur
with only modest general price reactions. Perhaps of greatest sig-
nificance is the fact that a low level of output can apparently be
maintained alongside of prices stabilized at what seem to be dispro-
portionately high levels.

A variety of relationships between prices and output exists within
the price level. In agriculture, for example, production is more re-
sponsive to physical than to market forces. In such commodity groups
as metals or building materials, there appears to exist, on the other
hand, a substantial ability to resist price declines despite dispropor-
tionate drops in production.

SOMIE CHARACTERISTICS OF PRICE MOVEMENT

Economic output consists of goods and services valued at prevailing
prices, measurable as an aggregate because of prices. Over time the
aggregate value varies as a result of changes in both the prices and
quantities involved. There is, of course, very great diversity in the
magnitudes of price and quantity changes but the role of prices in
such changes can be roughly identified.'

In the earliest phases of an upturn, increases in quantities seem
completely responsible for expanding activity in nondurables, farm
products, and consumer products. Prices rise but lag and quantity
increases dominate the continuing expansion in all commodity groups.

1 These paragraphs are based upon Frederick C. Mills, Price-Quantity Interactions In
Business Cycles, National Bureau of Economic Research, New York, 1946.
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Thereafter price rises become a weightier factor in the increasing
aggregate of business activity. Increased capacity is being brought
into production and quantities increased correspondingly, but price
rises continue dominant. In the final stages of business expansion,
quantity factors become increasingly important, with accompanying
weakness in prices. As contraction develops, prices weaken more
slowly than quantities decline. Changes in physical quantities tend
to reverse the direction of business movement more frequently than
dogpices.

Price movements differ as to the frequency of change, in the dura-
tion of a change in one direction, the magnitude or amplitude of the
change, and in the timing of the movement with reference to other
prices.

Some price series show daily changes as do many common stocks.
Others change less frequently: wheat prices characteristically changed
about once per month in the period 1890-1925. Still other prices
remain fixed for much longer intervals. Steel prices in the same
period changed once every 9 months. More recently automobile prices
have characteristically changed only with annual model changes.

Moreover the magnitude of such changes vary. For example, the
annual mean deviation of the price of steel rails was only 2.4 percent
in the 1890-1925 period; in contrast, coke prices over the same period
deviated 14.5 percent from the annual mean.

The amplitudes of price movements are widest for goods at the
raw material level and at the consumption levels, less in the inter-
mediate categories. Correspondingly, variations in quantities are
greatest in such groups as durable goods. The sensitivity of prices
has been intensively investigated by F. C. Mills. Mills concluded
that there was a "definite tendency toward a decline in the variabil-
ity of commodity prices during the period 1890-1912." 2 With ref-
erence to the years 1922-25, Mills believed that price variability was
greater than in the earlier period due to the operation of war induced
forces. The nature and significance of variability or flexibility of
prices aroused a great deal of interest in the 1930's, the typical point
of view being that increased sensitivity of prices would produce great-
er stability in productions The subject is discussed elsewhere in this
compendium.

From the point of view of the problems of identifying and measur-
ing cyclical movements, these differences in variability are significant.
The movements of the BLS Wholesale Price Index of Basic Com-
modities have been determined by the National Bureau of Economic
Research as leading cyclical turns by 2.6 months at the peaks, and
3.2 months at the troughs.4 The BLS Index of all wholesale prices
other than farm products or foods, moves in rough coincidence with
the cycle. Other price groups lag severely, as in the case of metals.
On the whole, price series are useful in cycle prediction only in sup-
port of other types of indicators.

I Frederick C. Mills, The Behavior of Prices. National Bureau of Economic Research,
New York, 1927. p. 156, of 1957-58.

A review of the literature is conveniently available In Kenneth D. Roose, The Economics
of Recesslon and Revival. An Interpretation of 1937-38. Yale University Press, NewHaven, Conn., 1954, ch. 9.

'Geoffrey Moore, Statistical Indicators of Cyclical Revivals and Recession, National
Bureau of Economic Research, New York, 1956.
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PRICES AS COSTS

Up to this point our concern has been with certain characteristics
of the movement of the price level. Specific product prices reflect
the conditions which bear upon the supplying of the goods, and par-
ticularly the prices that prevail for labor and raw materials. In the
long run the relationship between the costs of the factors of produc-
tion and the prices at which products are sold, must be such as to
leave to the producer a profit sufficient to permit and induce him
to continue or make indicated adjustments in his activities.

The intensity of resource use, and hence the volume of produc-
tion of the individual firm, is influenced by its profit position, par-
ticularly by the direction of change of profits. Such profit experiences
and anticipations are a function of the relationship between the quan-
tities which can be sold at prevailing or anticipated prices and the
trend of the cost of providing such quantities. The shifting rela-
tionship between product and factor prices invites attention as offering
an approach to the problems posed by cyclical fluctuations.

There is evidence that the preeminent student of the business
cycle, Wesley Mitchell, entertained some such general hypothesis.
Profits of some sectors of the business world declined more quickly
than those of others, responding to rising costs. Such reduced prof-
its-though profits in general might be rising-would produce de-
clines in capital expenditures, inventory liquidations-and in other
ways might induce a retrenchment. Localized, such developments
might have little, if any, effect, but if such adjustments became suf-
ficiently widespread, a cycle is established.5

RAW MATERIALS

Movements of raw materials prices can be judged only generally for
the years 1890-1912. Thereafter BLS wholesale price groupings of
raw materials, semimanufactured goods and manufactured products
provide more suitable aggregate data.

Raw material prices since 1913 to 1940 have characteristically moved
in advance of prices of fabricated products in both advancing and
declining phases of the cycle. They have also varied more widely.
Wholesale prices of semifabricated articles, on the other hand, have
tended to rise higher and fall more slowly than manufactured goods.

On the basis of a detailed examination, F. C. Mills concluded that
changes in materials costs played a neutral part in price movements
of 1914-29. Though raw material costs rose somewhat relative to
prices of fabricated products, increasing efficiency in operations
served to maintain material prices in relation to finished products.,
There is no reason to believe that any significant and persisting
change in relations between raw material and finished prices operated
during this period.

WAGES

Wages are a very large part of aggregate production costs. In
specific industries, wages may play a smaller role in costs but, never-

6 Wesley C. lklitchell, Business Cycles, University of California Press, Berkeley, 1913,
pp. 457-514. 562-569.

eF . C. Mhills. Economic Tendencies in the United States, National Bureau of Economic
Research, New York, 1932, pp. 104, 216, 388-389, 414.
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theless, typically a critical one. As changes in the wage element in
production costs differ from product prices, they may constitute a
factor responsible for the amplitude of the aggregate cycle.

Many influences bear, of course, on the labor costs of production.
Aside from hourly costs, there are such factors as labor utilization
under or over the standard weekly hours, fringe costs, quality, and
efficiency of the labor force. The wage rate is, however, probably
the most important factor, particularly when viewing economic activ-
ity in the aggregate.

Data on average hourly earnings as shown in the table are available,
although no single series covers this half century. Dealing with the
period 1919-1938, Creamer and Bernstein conclude that the data on
average hourly earnings probably reflect wage costs with sufficient
accuracy for general analytical purposes.7

Average hourly earnings fluctuate much less, relatively, than man-
ufacturing activity, wholesale prices, and with some exceptions, than
prices of semifinished goods. The movements in wage rates lag well
behind changes in business activity and in employment. In the

od 1919-38, the lag in wage-rate movements, whether for manu-
facturing as a whole or for component industries, was generally in
excess of 6 months and an average 9 months behind business activity.
If major turning points are considered the lag was 7 months. Wage
rates turned on an average 10 months later than factory employment.

Moreover, wage rates do not typically decline to the levels of other
measures such as wholesale prices; rather, prices appear to move up
to meet the weakening wage rates. In the case of prices of finished
manufactured products, the experience is more fixed. However, in
general, prices for finished products fluctuate more widely than earn-
ings, particularly on the downswing. Earnings show some tendency
to rise more than prices on the upswing.

CAPITAL

Consideration of capital costs involves a wide range of intimately'
interrelated factors. To mention a few, these include the policies of
the banking system with regard to currency supply, the public's pro-

ensity to save, business profit expectations as contrasted with the
desirability of liquidity, the relationship of price movements to debt
burdens, the relationship of product prices to prices of producer dur-
ables, and many more.

Interest rates on short-term commercial paper are shown in the
table, and data on other types of capital are available. The influences
reflected in such prices are, however, exceedingly complex. Probably
no relationship between commodity prices and capital costs-our
principal concern-can be identified in this period in such a way as to
be useful for analytical purposes.8 The costs of capital are influenced
on both the supply and demand side by numerous forces unrelated
to specific prices though reflecting broad price movements.

Fortunately, it can be argued that the price of capital is rarely as
important a consideration in business calculations as the costs of other

IDaniel Creamer and Martin Bernstein. Behavior of Wage Rntes During Bnsiness Cycles,
Occeslonal Pnner 34, National BEreanu of Economic Research. New York. 19M.5

8 Fredlrlck R. MIncnillay, The Movements of Interest Rates. Bond Yields, and Stock Prices
in ton' United States Since 1856, National Bureau of Economic Research, New York, 1938,
eh. VI.
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productive factors, and that it is frequently sufficiently small to be
of no determinate significance.

PROFITS

In a free-enterprise economy, the entrepreneurial function of com-
mitting resources to production hinges upon the profits, which may
be anticipated in the light of interpretations of recent experience.
Profits are, hence, a social cost of production, and a brief r6sum6 of
profit experience in recent cycle history is relevant. Quarterly data are
necessary to meaningful analysis, and are available for the period
1920-38 for a sample of corporations principally engaged in manu-
facturing and mining." Aggregate profits of the corporate sample
move with changes in industrial production. Such profits have the
significant distinction of rising and falling more dramatically than
any other of the comprehensive indicators of the National Bureau of
Economic Research. The amplitude of movement contrasts as follows:
Average amplitude of movement-Percentage of mean values during a cycle'

Rising stage Falling stage

Corporate profits - --- 168.8 174. 6
Industrial production -- 35. 2 32. 5
Wholesale commodity prices- 8. 7 8.9

l Arthur F. Burns, New Facts on Business Cycles, 30th Annual Report, National Bureau of Economic
Research, New York, 1950, p. 20.

Changes in profits are the resultant of movements of product prices,
factor costs, quantities sold, or some combination. The average am-

hitude of prices is substantially less than for quantities, as the latter
is reflected in such an indicator as industrial production. At the level
of the firm, it is typically true that changes in volume of sales, rather
than in prices, are the major factor in a change in profits. The firm
has no control over sales except insofar as it can achieve a superior
price-cost relationship. The possibilities of achieving a superior cost
structure is limited, since the firm bids for factors in a competitive
market. Faced with a changing volume of sales, the firm may adjust
by changes in price, within a limited range, or by varying its produc-
tion rates.

A downturn in business activity usually reveals itself to a business
firm as resistance to purchase at prevailing rates; i. e., as a decline
in the volume of goods that are taken. The consequence is an un-
planned buildup of inventories of finished products and, probably, of
semifinished goods and raw materials as well. The firm reacts by
reducing its purchases of materials, labor, and, most of all, of pro-
ducers' equipment. Selling prices may or may not be reduced, de-
pending upon inventories, and the likelihood of reestablishing volume
above its break-even point.

Available data suggest that the reactions of the firm also describe de-
velopments in the aggregate economy. There are, however, important
exceptions. The aggregate data obscure the fact that some firms will
almost invariably be experiencing trends opposite to those which

D Thor Hultgren, Cyclical Diversities In the Fortunes of Industrial Corporations, Occa-sional Paper 32, National Bureau of Economic Research, New York, 1950.
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characterize the whole. At any point in time, there will be a group
of firms within a given industry enjoying rising profits, another
suffering from declining returns, if not losses, and a third enjoying
stable returns. From the point of view of the cycle, declines in profits
will occur for an increasing number of firms well in advance of the
peak of aggregate profits. The opposite is similarly true; an increas-
ing number o~' firms will have expanding profits well before the low
point is reached in the profits of all firms.

There exist in the total economy at all times significant cross- and
counter-currents. In any period of general stability, it would appear
that these currents are of equal strength and their forces are canceled
out; that is, the effects of the reactions of firms with poor profits upon
the materials, capital, and labor markets tend to be wholly offset by
the expanding activities of those firms with attractive returns. When,
however, the currents run more vigorously in one direction than an-
other, the result must be a shift in the level of aggregative activity.
When the number of firms experiencing shrinking demand, and hence
profits, is very numnerous, and if their size in terms of employment
and material purchases is substantial, the forces which produce an
aggregative contraction may overcome the opposing forces, thereby
transferring the contraction movement to the whole economy.

Relatively little is known of the characteristics of business firms
grouped, as suggested, according to their profit trends. The inade-
quacy of available data and the complexity of the problem make
analysis difficult. Nevertheless, further exploration in this area offers
substantial possibilities of contributing critical information to our
knowledge of the nature of business fluctuations.

CONCLUSION

This brief paper has attempted to address itself to the question:
Is there in the history of the price structure of the half century, 1890-
1940, any evidence that suggests that forces within the price system
were responsible for initiating the excessive cyclical fluctuations to
which the economy has been subjected?

Tentatively the answer appears to be "no". There has been a sub-
stantial increase in our knowledge of the price structure but no pattern
of relationship has emerged, either in the data or in abstract general-
ization, which clearly suggests the presence within the system of prices
of a cycle-producing force of an initiating nature and adaptable to
controls.

It is sometimes held that the business cycle is peculiar to our type
of society and, if not a direct product of the increasingly complex
nature of our economic order, then closely associated with that fact.
To the extent to which such a hypothesis may be true it becomes im-
portant to develop a price structure of sufficient sensitivity so as to
maintain those relationships which will assure a level of activity close
to full employment.

The problems of the flexibility of price responses offer some promise.
Even in that area, however, nonprice determinants seem too important
to suggest that anything more than minor improvements in the price
mechanism might be anticipated. By and large the search for controls
over excessive economic fluctuations would seem. to lie in other di-
rections.
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Business activity and prices, 1890-1940
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AN INTERPRETATION OF PRICE MOVEMENTS SINCE
THE END OF WORLD WAR II

Bert G. Hickman, The Brookings Institutionl

This paper attempts to identify and analyze the principal factors
which have shaped the course of prices during the past 12 years. The
emphasis is upon the interpretation of price movements rather than
the influence of price relationships on income distribution, resource
allocation, or, for that matter, the level of aggregate business activity,
although the grosser sort of expectational effects are considered in the
latter connection. For the most part, then, the economic consequences
of changes in relative prices are neglected except insofar as they are
relevant to the behavior of the overall average of prices. I will not be
interested here in questions of equity or responsibility or whether
unregulated economic forces should be permitted to establish prices
within the going institutional framework, but only in the analysis of
why prices behaved as they did. All these other topics are bypassed
not because they are unimportant, but because a documented interpre-
tation of price tendencies during a span of more than a decade is a
sufficiently lengthy undertaking. A good part of the justification for
the undertaking, on the other hand, lies in whatever contribution it
may make toward better understanding of the broad issues of cause
and effect, equity, and responsibility.

The paper is organized chronologically, since the principal task is to
interpret price behavior in terms of its several causes, and since this
job of synthesis is best handled by introducing particular factors
as they become important over time. It will not, however, be neces-
sary to give equal weight to the occurrences of every year-we will be
selective on that score-and there is at least one topic of an analytical
nature which will interest us continuously: the interaction of prices
and wages. A major advantage of the predominantly synthetic treat-
ment of the paper is that it will enable us to see how wage-price inter-
actions differ according to the surrounding economic circumstances.
In this way needed perspective will be provided on a topic which is
often subject to oversimplification and misplaced emphasis in the
form of either-or propositions.

A PRELIMINARY LOOK AT PRICES IN THE POSTWAR PERIOD

Let us take a moment to decide which aspects of postwar price
experience we should most like to understand. A glance at chart 1
reveals a number of intriguing features which merit attention. Fore-
most is the fact that prices have moved substantially higher over the
12 years spanned by the chart. Thus the Consumer Price Index rose
56 percent between January 1946 and December 1957. The pace of
advance was markedly uneven, however, and this is the second major
fact that we notice. It suggests at the outset that it would be unwise to
ignore developments during the period in an explanation of the
increase over the period, and that a search for a single cause of the
overall advance would be unrewarding.

1The views expressed In this paper are those of the author. Thej do not necessarily
reflect the views of other members of the Brookings stnfr or of the administrntive officers
of the Institution. My thanks are due to WilIinm R. Belmont, who drew the charts and
assisted In the preparation of the paper In countless other ways.
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Chart 1

Indicators of Prices, Production, and Employment

(Monthly. J9i6-1957)
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Economic Research, except for the peakof August 1957 which was dated by the author.
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These initial reflections are strengthened when we observe that the
unevenness is of several kinds. First, there are variations associated
with the ebb and flow of physical activity during business cycles.
Prices increased during the 3 business expansions of the postwar pe-
riod, but stood firm or declined during the 2 complete contractions
included in the chart. There is a hint here of the operation of sys-
tematic cyclical factors affecting prices, production, and employment.

A goodly amount of irregularity is to be found even during like
cyclical. phases, however. Thus each successive business expansion
saw a smaller rise of average consumer prices, with increases respec-
tively of 33, 13, and 5 percent. The first expansion was clearly in-
flationary, whether one means by "inflation" a sustained and rapid
advance of prices, or a rise which is both substantial, and substantially
larger than the concomitant increase of production. The second
upswing contains a subperiod which is also definitely inflationary;
namely, the 8 or 9 months following June 1950 during which con-
sumer prices increased nearly 1 percent per month. No comparable
advance in the cost of living occurred during the most recent expan-
sion. The index began to rise midway in the upswing and increased
thereafter at the not inconsiderable rate of 0.3 percent per month,
however, and it is both interesting and relevant to note that prices
rose faster than production and employment at that time.

'Apart from these differences in the speed and magnitude of price
increases, there are striking distinctions with regard to the internal
patterns of prices and production in the several expansions. Both
prices and output rose fairly steadily during 1946-48, and when the
one quickened or slowed, so also did the other, and roughly in pro-
portion. A similar correlation is to be observed during the early in-
flationary phase of the second expansion, but at that point the re-
semblance ends. Wholesale prices actually fell during the remainder
of the expansion, and consumer prices first rose more slowly and then
leveled off. Production and employment paralleled these price ten-
dencies from mid-1951 to mid-1952, but rose strongly in the face of
stable prices from then until mid-1953. The pattern of the third
expansion differed in still another way, with production and employ-
ment rising rapidly during the first 18 months and prices changing
scarcely at all, only to be followed by an equally lengthy period in
which these tendencies were reversed. Again, these variations sug-
gest that different sets of forces, or different combinations of them,
shaped the course of prices during one or another phase of the postwar
experience.

The indexes of chart 1 serve admirably to map the time path of the
overall average of prices. They are averages, however, and they
sometimes conceal wide divergencies; after all, there would be little
need to describe a central tendency by an average were it not for
dispersion of the individual observations. Many hundreds of prices
enter these indexes, and for present purposes it would be both im-
practical and uniformative to study them all. We will find it useful
to give separate attention to a few major subgroups, however, for the
light that they cast on the determinants of the overall price level and
for what they reveal about the operation of specific forces. These
subgroups are plotted in charts 2 and 3. Notice that the first of these
charts begins in 1947 instead of 1946.
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Chart 2

Indexes of Wholesale Prices

(Monthly, 1947-1957)
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Chart 3

Indexes of Consumer Prices

(Quarterly, 1946-1957)
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Vertical lines indicate business cycle peaks (P) and troughs (T) as dated by the National Bureau
of Economic Research, except for the peak of August 1957 which was dated by the author.
Source: Bureau of Labor Statistics.

The dominant feature of chart 2, of course, is the gap that opened
between the indexes beginning in 1951. It will be seen from the upper
panel that prices of farm products and processed foods declined ir-
regularly from 1951 through 1955, all the while that "industrial"
prices were stable or rising. Since agricultural products are the basic
raw materials for many manufactured nondurable goods, it is reason-
able to expect the weakness of the former to be reflected in the prices
of the latter, though not necessarily to the same degree because of
changes in other components of cost or by reason of differential move-
ments of demand at the various market levels. The expectation is
confirmed by the breakdown of wholesale prices of finished goods
shown in the lower panel.

Like all changes in relative prices, these disparate movements had
their effect on the distribution of national income. The question
which presently concerns us is whether they also influenced the price
level. It is surely pertinent to observe that the gap opened and wid-
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ened most noticeably during the only extended interval of overall
price stability in the postwar period-that is, from about mid-1951
to late 1955 or early 1956. The observation alone is not enough to
establish causation, of course. An unsupported claim that prices
were stable on the average because agricultural prices fell could with
equal arithmetic justice be countered with the assertion that the rise
of nonagricultural prices caused the average to remain stable. The
error in this kind of statement is obvious, but it is perhaps less ap-
parent that it is also insufficient to show that the movement of, say,
agricultural prices is due to factors peculiar to them alone; for this
leaves open the possibility that the height of the price level is deter-
mined by general causes and that the change in agricultural prices
simply induced a counterbalancing adjustment in other prices without
affecting the overall average. These matters must be carefully con-
sidered at the appropriate points.

The classification of prices by durability of product is of interest
in yet another connection. It will be seen that the curve of durable
goods prices more nearly resembles an ascending staircase than an
inclined plane. The steps do not appear in every year, but when
they do it is usually after midyear. Traces of this tendency for price
increases to concentrate in certain months can also be distinguished
in the index of prices of nondurable goods excluding foods, but it
occurs less regularly there, is centered on the months before and after
the turn of the year, and is less pronounced, except possibly in 1955
and 1956. Food prices do not exhibit the tendency, although they
seem to be subject to seasonal peaks of their own in the late summer
and autumn. An investigation of the causes of the step pattern and
its comparative strength among classes of products promises to re-
veal something about the nature and timing of inflationary processes.

The wholesale prices included in chart 2 refer only to goods. A
breakdown of the Consumer Price Index includes prices of services as
well, and shows that they are much less subject to short-term fluctua-
tions than prices of goods (chart 3). Services reveal in purest form
the underlying inflationary cast of the postwar period. Sinca they
are produced as used and cannot be stockpiled, they are unaffected
by temporary shifts of inventory demand by households or businesses.
At the same time, their persistent upward course is symptomatic of
constant pressure from increasing demand, increasing cost, or both.
While it is true that their rise relative to prices of goods during the
past 7 years must reflect a tendency toward lagging productivity or
growing relative demand, their absolute increase need not have oc-
curred if gains in real national income due to advancing productivity
had been distributed in the form of general price reductions at a con-
stant level of money income.

BASIC CONCEPTS

The theoretical apparatus which underlies the subsequent discus-
sion rests on one or two key concepts which can readily be illustrated
by examples.

First, there is the notion of aggregate supply. If we think of an
individual business firm, it is apparent that its costs of production can
vary in several ways. If it has unutilized plant capacity, it may be able
to increase production considerably without forcing costs up, but as
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it approaches capacity operations, unit costs are bound to rise even
when there is no increase in the prices which it pays for labor, mate-
rials, or other resources. This is because there is an optimal balance
between materials, manpower and equipment, and when that balance
is exceeded, the output per additional worker or batch of materials
must decrease-it will do little good to put two workers on a machine
which can be operated efficiently by one. Costs may also be forced up
at higher rates of utilization because prices of resources rise-pre-
mium pay for overtime is an important example-or because standby
units of inefficient equipment may be pressed into service or it may
become necessary to hire persons who are poorly trained or otherwise
inherently less efficient than the normal complement of workers.

Analogous considerations apply when we think of the economy as
a whole. When coming out of a period of recession, most firms will
be operating well within capacity, and increases of demand will go
primarily to stimulate production rather than prices. As national
output continues to expand, however, bottlenecks will increase prices
of some resources, capacity will be reached in some businesses, over-
time pay will increase, and so forth. If demand continues to rise, firms
will produce more, but they will also charge higher prices to cover the
resultant increase of cost. Now, in actual practice it is always pos-
sible to get a little more output with a sufficiently lavish expenditure
of resources, but it is a useful simplification to think of national output
as having a fixed limit at any given time, at a point corresponding to
full man-hour employment of labor. Once the limit is reached, further
increases of money demand can only raise prices without inducing
more output. That is about what happens during periods of pure
inflation.

It must now be emphasized that two important cost influences were
left out of account in the preceding paragraphs. This was deliber-
ately done, for they are quite different from those discussed thus far.
The variations in costs already considered were the result of changes
in output which were induced by changes in demand-costs and prices
would not have risen had demand not increased. The type of cost
change to be considered now can occur at any given output and inde-
pendently of any change of demand.

Physical limitations on output can be gradually overcome, given
sufficient time, by construction of additional productive facilities and
the growth of the labor force. Technological improvements, more-
over, may make possible new methods of production which lower costs
no matter what the rate of capacity utilization. In these cases, the
same total output as before can be produced at lower prices, or alter-
natively, a larger output will be forthcoming at the same price level.

The second main type of independent cost change is an "autono-
mous" variation in the price paid for a resource. 'Wage increases
negotiated in collective bargaining may usually be regarded as au-
tonomous, since they are not necessarily induced by an expansion of
output and will raise money costs of producing each alternative out-
put. Independent changes may commonly occur also in the prices
of raw materials imported from abroad, traded in world markets, or
subject to supply interruptions due to the vagaries of weather. Pro-
vided demand remains unchanged, autonomous increases in resource
prices will raise the prices of goods and reduce their output, whereas
decreases will have opposite effects.
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Demand will not remain unchanged in the ordinary course of
events, however, and this brings us to the next major point-that on
an aggregative or economywide basis supply and demand are not inde-
pendent, but interact with one another in several ways. Thus in the
present instance, an autonomous wage boost may increase aggregate
demand in addition to raising costs. This is because wages affect in-
comes as well as costs, and income is one determinant of demand.
Suppose that a general wage increase goes into effect at a time of full
employment and when businessmen have no independent reason to be
pessimistic about the near-term future of sales. Under those circum-
stances, businessmen are likely to maintain output, increase prices, and
wait to see whether the increase diminishes the physical volume of
sales.

With higher wages and stable employment, consumer demand will
be augmented, though not enough to match the price increase. The
increase of wage-earner consumption demand will be smaller than the
price increase partly because prices will usually be raised enough not
only to cover the wage increase but also to increase profits, and partly
because workers will save some fraction of their added incomes. If
no increase of demand is forthcoming from other sources, the same
physical volume of sales as before cannot be maintained at the new
price level, and either prices or production or both must be cut.

It should not be assumed, however, that other demands will remain
unchanged. Large components of final demand are partly or entirely
independent of the current level of income. Under the full employ-
ment conditions assumed in our illustration, it is probable that busi-
nessmen and governmental units will pay the higher prices now neces-
sary to carry out their previously planned physical investments.
There is likely also to be sufficient flexibility in the financial arrange-
ments of nonwage personal income receivers to permit them to increase
their consumption outlays and defend their living standards even if
their incomes lag somewhat in time or amount. Thus aggregate de-
mand may rise enough to sustain the price increase without any reduc-
tion of output.

This last result is quite possible and even probable under the
assumed conditions, but it is by no means inevitable. To cite a single
important exception, financial constraints might prevent the necessary
expansion of money outlays for plant and equipment, business inven-
tories, or durable consumer goods. Thus "it all depends"-but that is
precisely the point.

It will be helpful to distinguish two other types of supply-demand
interaction in these introductory remarks. The first occurs when
the initial change on one side is conditioned by the actual or expected
state of the other. Thus unions will ask for larger wage increases
if they expect demand to be high or rising, and management will re-
sist a given increase less strenuously if they hold the same expectation.
Secondly, there is the interaction occasioned by the fact that an initial
adjustment of price or output in response to a primary disturbance
may induce secondary repercussions, as when a price rise caused by
increased demand induces a wage increase which puts further pressure
on prices.

In summary, the following points should be kept in mind as we
interpret postwar price experience. What happens to prices and pro-
duction depends on both supply and demand. Under given condi-
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tions of supply, prices and output will rise and fall together along
with demand, and their relative movements will be correlated with
the level of economywide resource utilization. Under given condi-
tions of demand, autonomous cost increases will raise prices and reduce
output, and vice versa for autonomous decreases. An initial change
on either side is unlikely to leave the other unaffected, however, and
this means that one must be alert to several forms of interaction be-
tween the two. In view of these complexities, inferences about the
causes of observed behavior should be drawn with care and assertions
that single factors are responsible received with skepticism.

POSTVAR INFLATION, 1946-48

The economy was still operating under the wartime "disequilibrium
system" as 1946 opened. The essential ingredients of the system were
simple. Resources were diverted to war use only partly by taxation
and the remainder of the transfer was deficit-financed. Since taxes
were not used to reduce private incomes proportionately to the supply
of civilian goods, it was necessary to control prices and allocate quanti-
ties by rationing. Since money incomes far exceeded permissible ex-
penditures at controlled prices, and did so for several years, house-
holds and businesses perforce accumulated large holdings of money,
Government bonds, and other liquid assets.

It was called a disequilibrium system, of course, because the de-
mand latent in the prevailing level of money income and wealth was
not allowed to determine prices. So long as prices were controlled,
the economy was prevented from seeking a market equilibrium. The
removal of controls during the last half of 1946 freed the economy to
react to the accumulated demand pressures which had been contained
previously by administrative devices. The result was a powerful
inflationary shock (chart 1).

Effective demand was extraordinarily high at the time of decontrol
partly because of the wartime heritage of financial liquidity and de-
ferred demands which-characterized alike the household, business, and
foreign sectors. It was augmented also by the "first round" of. wage
increases of early 1946. Higher wage incomes increased the post-
decontrol money demand for consumer goods, and since it is unlikely
that other income receivers diminished their consumption or invest-
ment demands correspondingly, if at all, this meant that prices rose
more than they would have at the old wage rates.

Thus, although the first round of wage increases was by no means
the sole cause of the price inflation of 1946-47, it did contribute to it.
To argue that it was the sole cause would be to assert that autonomous
wage increases disturbed an initial equilibrium in which there was no
excess demand, which is absurd. Similarly, to cite the lag of prices
behind wages as evidence of a cost-price spiral is to ignore the fact
that the lag was really determined by the timing of price decontrol
relative to wage decontrol.

The pace of the inflation slowed noticeably in the second quarter
of 1947 (chart 1). The index of wholesale prices actually declined
somewhat and the average of consumer prices was stable. A cor-
responding deceleration occurred in physical activity. The period of
tranquility was short-lived, however, and with the coming of summer,
production recovered moderately and prices again shot upward. If
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the respite is regarded as a temporary equilibrium, two questions
come naturally to mind: What conditions produced the equilibrium?
Why was it unstable? These questions will be answered in turn.

The first possibility to consider is that financial stringency may have
retarded the expansion of demand in one or more parts of the economy.
The essence of the sort of pure inflation now under discussion-that
is, a situation where real output is virtually fixed and additional
spending goes primarly to raise prices-is, of course, that it results
from competition among the various claimants on the national product
for the limited supply of goods and services. Gradual increases of
supply aside, the inflation will continue as long as some spending units
are displeased with their level of real expenditures-their share of
total output-and are able to increase money expenditure in an at-
tempt to bid goods and services away from rival spending units.
Conversely, it will be halted if all spending units become satisfied
(perhaps better, reconciled) with their current real expenditure in the
sense that they cannot, or will not, find the means to finance a larger
money outlay.

Any spending unit, be it in the household, business, Government, or
foreign sector, has two sources from which to finance current pur-
chases of goods and services. It can undertake expenditure out of
current income receipts; or it can alter its wealth, either by borrowing
or by drawing upon its assets. Thus financial stringency could take

-the form either of an income limitation, or a constraint on the desire
or ability to diminish net worth.

Let us examine the incomes and expenditures of the major sectors
for evidence of monetary constraints on spending (chart 4). The
reader will note the continuous rise of personal consumption expendi-
ture from 1945 to mid-1947 and beyond. He will notice also that
throughout 1946 and early 1947 expenditure climbed more rapidly
than income, a symptom of the excess demand for consumer goods
which was released by decontrol and of the determination of con-
sumers to maintain their real purchases after decontrol. Even the
diminished increase of disposable income in the first quarter of 1947
and its actual dip in the second quarter failed to deter the rapid ex-
pansion of expenditure.

The fall in the rate of personal saving during the first postwar wave
of inflatioii was accompanied by some- deterioration in the financial
position of consumers as a group, of course. The moderate reduction
of consumer liquidity during 1946 may have inhibited the growth of
spending in the first half of 1947, just as the retardation of disposable
income may have done, but the fact remains that neither force was
powerful enough to prevent further substantial increases of consumer
expenditure in those months. We must look elsewhere for signs of
flagging demand.
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Nor do we fare much better when we turn to the Government and
foreign sectors. Government purchases of goods and services did di-
minish during the first half of 1947, but relatively little in compari-
son with the increases in other categories of final expenditure. The
reduction came entirely in the Federal sector and reflected primarily
the further progress of war demobilization rather than any financial
constraint. Net tax receipts (receipts less transfer payments) were
substantially in excess of Government purchases during the last half
of 1946 and in 1947. Incidentally, the Government surplus served
as a partial restraint on the progress of the inflation, but it was not,
of course, enough. The sharp rise of receipts during 1946 was largely
induced by the expansion of money incomes and was therefore, itself,
a reflection of the inflation which automatic increases of tax receipts
could mitigate but not prevent.

No assistance was forthcoming from foreign sources. On the
contrary, net foreign investment rose substantially during 1947 under
the spur of postwar needs for relief and rehabilitation in war-ravaged
countries.

We come finally to domestic investment and its finance. It is ap-
parent from chart 4 that gross private domestic investment fell in the
early months of 1947 and remained relatively depressed until late in the
year. Since gross retained earnings continued to rise, private deficit
financing for purposes of investment was reduced. This last develop-
ment was efect rather than cause, however, for there was no shortage
of external funds to restrict investment during this period.

A breakdown of gross private domestic investment reveals that its
decline after the fourth quarter of 1946 was due entirely to the in-
ventory component (chart 5). Business fixed investment and resi-
dential construction continued to rise along with consumption and net
foreign investment. Taken altogether, these facts demonstrate that
the lull during the spring primarily reflected diminished demands for
inventory and not a deficiency of final demands. There is strong
evidence, moreover, that the decline of inventory demand was caused
by nonmonetary f actors.
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Chart 4

The Nation's Income, Expenditure, and Saving By Major Economic Sectors

Seasonally Adjusted Quarterly Totals at Annual Rates, 1945-1950
(Billions of Dollars)

Consumers

t15 Net Foreign Investment

',95 1 91 91 9415
1945 1946 1.947 1948 1949 1950

_/ Includes undistributed corporate profits, inventory valuation adjustment, and capital
consumption allowances.

Source: Department of Commerce.
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Chart 5

Gross Private Domestic investment and ts Major Components

Seasonally Adjusted Quarterly Totals at Annual Rates. 1946-1950
(Billions of Dollars)
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The reason for believing that monetary factors had little to do with
the behavior of either fixed or inventory investment during 194647 is,
of course, that the entire economy was quite liquid and bank credit was
readily available at generous terms. Since the monetary authorities
accepted the goal of stable interest rates, they were unable to act to
prevent an expansion of bank credit and the money supply. Any in-
crease in the demand for loanable funds which could not be satis-
fied from current saving or by dishoarding must needs be met by thebanking system if interest rates were to be kept from rising.

As it happened, the contribution of additional money supplies to
increased spending was comparatively small during the period under
review. Thus gross national expenditure increased 12 percent and
the private portion of it 15 percent between the second quarters of
1946 and 1947. The money supply, consisting of currency outside
banks and adjusted demand deposits, rose less than 3 percent over the
same interval. A rise in the income velocity of circulation of money
therefore accounts for three-fourths of the increased spending on
national output and four-fifths of the rise of private spending. This
implies a sharp reduction in the proportion of the money supply
held idle. The dishoarding occurred, moreover, at low and stable rates
of interest. Here is ample testimony of the involuntary nature of
much of the liquid asset accumulation of the war years, which resulted
by wars' end in holdings which were considerably larger than de-
sired, given current prices for goods and going interest rates.

What, then, does account for the reduced inventory demand of early
1947? It was primarily a reflection of pessimistic short-term ex-
pectations: As the President's Economic Report of January 8, 1947,
put it (p. 16): "Threatening the continuation and expansion of busi-
ness investment is the fear that a drop in general consumer demand may
be in the offing." This fear rested upon the knowledge that inflation
had diminished the real value of disposable personal income during
1946 and that consumers had maintained real expenditure only by
increasing money outlay sharply relative to income. This process ob-
viously could not go on indefinitely and might be near its limit, especi-
ally since real demands for specific commodities could be expected to
fall as the goods became available to rebuild household stocks.

The close parallels between the events of 1919 and 1946 had not
escaped attention. Each were years of postwar transition duringwhich abnormal domestic and foreign demands had driven prices
rapidly unward. The deflation which had followed the earlier ex
perience during 1920 was among the sharpest on record. History
might reDeat itself, and in the circumstances it was wise to pursue
conservative inventory policies.

Chart 6 indicates how conservative those policies were. The ratio
of inventories to sales in manufacturing was actually reduced during
1946. Retail inventories, in contrast, did rise strongly relative to sales
between April and December. It is significant, however, that the ratio
remained far below the prewar relationship of 1939-41. This last wastrue also of the wholesale and manufacturing sectors. Businessmen
generally were making do with relatively smaller stocks than in pre-
war days.
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Chart 6
Inventory-Sales Ratios
(Monthly, 1945-1950)

Vertical lines indicate business cycle peaks (P) and troughs (1) as dated by the National Bwreau
of Economic Research.
Source: Department of Commerce.

Diminished inventory demands were felt largely by producers of
nondurable goods. Some decline of postwar inventory investment was
inevitable once stocks were rebuilt sufficiently to provide appropriate
selections and acceptable delivery schedules. To judge from the
levels maintained in later years, the appropriate "technical" ratio of
stocks to sales was approximated by nondurable goods retailers late in
1946. Technical considerations would have been overridden, nonethe-
less, had retailers expected prices to advance rapidly or sales to spurt
strongly. For reasons already discussed they expected neither to
occur, or at least they were uncertain enough to play it safe.

1.60

1.00

0

1.30

1.00

0.70

0

2.20

1.60

.30

0o



ECONOMIC STABILITY AND GROWTH

Prices of durable goods were not exposed to the same degree ofdownward pressure from diminished inventory demand as nondu-
rables. Average wholesale prices of finished durable goods rose moreduring the second quarter of 1947 than in the first, although prices ofintermediate durable materials advanced more slowly than before.
The latter retardation may reflect some easing in the intensity of de-mand, since unfilled orders of durable goods manufacturers leveled offin the first quarter and dropped in the second. Perhaps the most in-teresting development in this sector, however, was the stability ofsteel prices during the first 6 months of the year.

What makes it particularly interesting is that steel prices were notraised at the time of the April increase in wages of steelworkers, anddid not rise until 3 months had passed. On no other occasion from
then until now have steel prices lagged a general increase of steelwages. Because of their key position in the industrial price structure,the stability of steel prices probably contributed importantly to theshift toward expectations of stable or falling prices which character-
ized the period. It appears likely that steel and other administered
prices were, in turn, strongly influenced by the public attention whichwas focused on the desirability of voluntary restraint in settingprices in the State of the Union Message and Economic Report of,January 1947, and again in speeches mad'e by the President in April.Be that as it may, price stability was short lived in these cases andmost others, for it could not persist in the face of the resurgence ofdemand which soon developed. The next task is to identify the fac-tors back of that resurgence.

Reduced inventory demand consequent upon pessimistic expecta-tions about the short-term course of sales and prices was primarilyresponsible for the precarious balance of aggregate supply and de-
mand in the spring of 1947. The balance was upset and inflationary
pressures revived during the summer partly because a recasting ofexpectations took place. The reversal of expectations did not, how-ever, occur for independent psychological reasons. Quite the con-trary, it was due to a sequence of concrete economic events which firstremoved the drag exerted by uncertainty about short-term develop-
ments and a bit later contributed directly to an acceleration of finalexpenditure.
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First, there was the fact that the pessimism about final demand
proved to be unjustified. Consumer expenditures, business investment
in plant and equipment, residential construction, purchases of State
and local-governments, and net foreign investment all increased dur-
ing the winter and spring. Fears that new homes would be priced out
of a market by rising building costs were lessened when new housing
starts rose more than seasonally during the spring. It had been an-
ticipated that the drain on gold and dollar assets of foreign countries-
would soon force a substantial reduction in net exports, but the pros-
pects in this area were improved by the announcement of Secretary
of State Marshall early in June that the United States would support
a joint program for European recovery.

The acceleration of prices did not await actual increases of final
demand. Specific factors boosted prices in two prominent sectors
during the early summer. Food prices rose during July and August
owing to a combination of short domestic and foreign drops and
normal seasonal influences. A widely publicized wage increase in coal
mining was accompanied by a simultaneous advance in coal prices in
July and was followed by a steel price increase in August. These spe-
cific increases doubtless fostered expectations of a new wave of gen-
eralized price advances, the more so because it now appeared that
earlier wage gains would be reflected in prices, as indeed they were.
Thus, speculative purchases were partly responsible for the steep
rise of manufacturers' new orders and sales which commenced in
September (chart 7).

Retail sales also spurted strongly in September, however, providing
still another stimulus to orders and prices. Legislation passed late in
July permitted redemption of Armed Forces leave bonds on or after
September 2. Quick advantage was taken of the opportunity to
supplement current incomes, as transfer payments leaped more than
$10 billion at an annual rate in September and produced correspond-
ing bulges in personal income and retail sales which persisted for
several months. The spurt of final demand was augmented by sub-
stantial inventory accumulation at the retail level, and although the
latter was partly offset by inventory reductions of wholesalers, fac-
tory sales and production nonetheless moved strongly upward. As
production mounted, so also did earned incomes, further feeding the
expansion of retail sales.
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Chart 7

Indexes of Personal Income, Retail, Wholesale, and Manufacturers' Sales
and Inventories and Manufacturers' New Orders
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The expansion was given new vigor by the events just reviewed.
The underlying sources of strength which stemmed from backlogs of
consumer and investment demand and which had been present all
along now asserted themselves for a time without the debilitating
offset of inventory disinvestment. 117hen these forces began to weaken,
moreover, fresh stimuli came forward to prolong the movement.

The year 1948 had scarcely begun before the economy experienced
a jolt which raised anew the possibility of imminent deflation. Farm
and food prices broke sharply downward in February (chart 2).
The reductions were apparently the result of favorable crop prospects
at home and abroad, prospects which were disproportionately influen-
tial because of expectations that the extraordinary height to which
agricultural prices had risen by the end of 1947 could not be sustained
under normal conditions. This episode could have touched off a wave
of deflationary inventory disinvestment had it created expectations of
a generalized price decline, but it did not do so, and industrial prices
remained largely unaffected. Expectations remained unshaken partly
because the potential decline of agricultural prices was limited by
support programs and partly because important shortages of durable
goods and materials persisted and the response of prices in those sec-
tors to augmented supplies or diminished demands could be expected
to take place slowly in any event.

Although final demand was sufficiently high to support prices and
outputs of most goods in the face of the agricultural price declines
of February and March, and indeed for some months thereafter, the
first quarter nevertheless marks the emergence of important deflation-
ary factors. These factors were of more than transitory importance
because they reflected a change in the basic conditions which had
fostered the inflation. I refer to the weakening of real investment
demand in the business and housing sectors and to the acceleration
of the decline of net exports which had set in earlier.

A survey of anticipated expenditures taken in the opening weeks
of 1948 foreshadowed a gradual downslide of real expenditures for
plant and equipment by nonagricultural business during the year.
The actual peak in physical voTume occurred in the first quarter, but
when account is taken also of investment by farmers, professional men,
and institutions, the peak of total business fixed investment is delayed
until the third quarter in physical terms and until the fourth in dollar
amount (chart 5).

The early decline of nonagricultural business investment was con-
centrated in manufacturing industries, where it probably reflected
diminished needs for deferred replacements and for capacity expan-
sion to meet postwar levels of demand; modernization and expansion
programs had progressed more rapidly in manufacturing than in
railroading or electrical utilities, to name two important sectors in
which investment continued upward during 1948. Some reduction
of investment demand was to be expected once firms had attained
satisfactory postwar relationships between capacity and output, even
if output continued to increase as rapidly as before. Actually, manu-
facturing production increased rather slowly during 1947, and this
fact may have influenced the formation of investment plans at the
turn of the year. In some industries the retardation during 1947
was due to inadequate plant capacity or shortages of materials, but
in many product lines it must be traced to a diminution of consumer
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demand as households rebuilt their "capacity" to derive current serv-
ices from durable or semidurable goods.

The foregoing reflections serve as a reminder that the inflation was
driven throughout by demand elements which were to an important
degree independent of the level or rate of change of real national in-
come. Satisfaction of backlog investment or consumption demands
would in itself tend to reduce inflationary pressures at any given level
of real income and independently of financial considerations.

This is not to say that the slowdown of business investment was
completely unrelated to financial developments, but the latter in-
fluences were secondary at most. Although corporate liquidity had
decreased as the inflation progressed, investment funds from current
operations improved as the ratio of gross retained earnings to cor-
porate investment increased from 48 percent in 1946 to 69 percent
in 1947 and 81 percent in the following year. External funds, more-
over, were easily obtainable. Long-term interest rates had been al-
lowed to rise by the Federal Reserve in the closing months of 1947.
The increase was moderate, however, and the monetary authorities
took the necessary steps then and later to supply reserves to the bank-
ing system whenever the stability of interest rates was threatened.
The money supply declined fractionally after the first quarter of 1948,
but bank loans rose substantially and income velocity and total spend-
ing continued to increase.

Financial constraints were more important in the areas of home
building and foreign trade. The rise of gilt-edge interest rates had
the effect of making GI and FHA mortgage loans at fixed rates less
attractive to lenders, many of whom tightened up on loan applications.
From April 30 to August 10 there was no statutory authority for
FHA action on the most liberal type of mortgage for lower priced
houses or on mortgage insurance for multifamily rental housing
units. Housing starts fell sharply beginning in July, and it appears
that tightened purchase terms and reduced availability of lower
quality mortgage credit should receive a good deal of weight in an
explanation of the decline.

Net exports form the third important category of final demand
which weakened well before the downturn of aggregate activity. Net
foreign investment plummeted between the third quarters of 1947 and
1948 because foreign gold and dollar holdings had been depleted by
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the extraordinary purchases of 1946-47 and because loan-financed
aid by the United States Government was slashed (chart 4). Gov-
ernment expenditures in the form of gifts under interim aid and the
Marshall plan rose during 1948 and offset a part of the reduction of
foreign investment, but the export surplus nonetheless fell substan-
tially, and on ain annual basis accounted for seven-tenths of the total
drop of $7 billion in foreign investment. Fortunately, the bulk of the
decline in the export surplus came before mid-1948 while other ele-
ments of demand were still favorable to the maintenance of physical
activity, so that its major effect was to relieve inflationary pressures
rather than to initiate a contraction.

After this lengthy recital of early developments that sapped the
strength of the underlying forces which had fostered the inflation in
previous years, the reader who does not have the details of 1948 fixed
freshly in mind may be surprised to learn that the indexes of whole-
sale and consumer prices spurted yet again after March, and by Sep-
tember had risen respectively another 3.5 and 4.6 percent. This last
fillip was given to the inflation by the actual and anticipated effects
of Government fiscal actions. These included final approval of a new
foreign-aid program under the Marshall plan, enactment of a stepped-
up defense program, and a reduction of personal income taxes effec-
tive April 2.

The bulk of the substantial increase of Federal expenditures be-
tween the first and third quarters of 1948 (chart 8) resulted from
foreign aid and the agricultural price-support program. Domestic
defense expenditures rose only in the final quarter of the year. The
economic stimulus provided by the defense program did not await
the increase of expenditures, however, but was partly felt during the
spring when its discussion and enactment affected business expecta-
tions and when substantial orders for aircraft were placed. The tax
reduction could also be expected to have an early effect on retail sales
because withholding from wages and salaries would be decreased at
an annual rate of $3 billion beginning in May.

23734-58 12
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Chart S
Government Purchases and Personal Consumption Expenditures
Seasonally Adjusted Quarterly Totals at Annual Rates, 1946-1950

(Billions of Dollars)

1946 1947 1948 1949 1950

Vertical lines indicate business cycle peaks (P) and troughs (T) as dated by the National
Bureau of Economic Research.
Source: Department of Commerce.
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It was in this expectational context that pirices of agricultural prod-
ucts turned upward again in April and that springtime wage nego-
tiations were conducted in the large durable goods industries. Heavy
industry had resisted wage increases following the agricultural price
break of February, since it appeared that the cost of living would
stabilize and that demand pressures were easing.2 When farm and
food prices recovered and the defense program and tax reduction were
announced, the determination of labor to win wage increases was aug-
mented and that of management to resist them diminished. The
result was a series of wage and price increases in major heavy in-
dustries between May and July. Thus prices advanced on a broad
front from April through July or August, with participation by
agricultural and industrial commodities alike.

During the second half of the year the forces of deflation gained
final ascendancy. The downturn developed gradually from an ac-
cumulation of depressing factors, each mild in itself, but in sum suffi-
cient filally to cause a decline of aggregate activity. For reasons
already discussed, residential construction eased downward in the
third quarter and business fixed investment in the fourth. These de-
velopments had earlier origins, but a new depressant was added when
retail sales leveled off during the third quarter (chart 7). The re-
tardation affected particularly sales of nondurables, and since stock-
sales ratios were being closely controlled by retailers, new orders were
immediately trimnmed to prevent further accumulation of stocks,
wholesale trade in nondurables declined after July and factory sales
after September, and manufacturing production of such goods eased
during the third quarter and again in the fourth.

The retardation of retail sales was the more disappointing because
it followed the April tax cut. Price and wage increases augmented
personal incomes during the second and third quarters, and the tax
reduction boosted disposable personal income even more, but these
developments had the effect mainly of raising saving instead of con-
sumption expenditure (chart 4). Personal saving increased from an
annual rate of $4.2 billion in the first quarter to $10.6 billion in the
second and $12.6 billion in the third. The corresponding saving per-
centages were 2.4, 5.7, and 6.6. Thus the retardation of consumer
spending occurred because spending did not keep pace with income
and not because income failed to increase as rapidly as before; on
the contrary, disposable income increased faster during the spring and
summer than during the preceding half year.

The decline of consumption expenditures relative to income was a
consequence of the diminution of pent-up consumer demands. To
the extent that it was an expression of a general easing of demand,
it was probably influenced by the progressive decline of liquidity dur-
ing the preceding years of inflation. Individuals' holdings of liquid
assets had increased more slowly than disposable income, inflation had
reduced their real value 15 percent between the end of 1945 and 1947,
and there may have occurred a shift of assets to firmer hands. Cer-
tainly the intense desire to increase expenditures in any and all direc-
tions which had characterized the first year or more of the inflation
was no longer manifest, and this argues for the presence of some
general constraint such as diminished liquidity.

2 Midyear Economic Report of the President, July 1948, p. 33.
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Since household stocks of durable and semidurable goods had been
replenished by 1948, however, the satisfaction of deferred demands
proper may have provided the stronger general constraint. That this
is So is suggested indirectly by the behavior of automobile purchases,
for this was the principal example of a consumer good still in short
supply. The rate of real expenditure depended upon production and
showed no signs of flagging during the spring and summer of 1948
or indeed for many quarters thereafter. Consumer credit controls
had been dropped in November 1947 and were not reimposed until
September 1948. It is probable that had more cars been produced in
mid-1948, more would have been purchased, and at higher prices if
desired by sellers. Other expenditures would not have decreased
correspondingly, moreover, because any current retrenchment of con-
sumption outlays which might be made by families purchasing new
automobiles would be smaller than the total outlay for the automobile,
the bulk of which would be financed by asset liquidation or new credit.

The emerging inventory problems of retailers were not confined to
nondurable goods. Expenditures for furniture and household equip-
ment also leveled off in the third quarter and actually dropped in the
fourth. Inventories of durable goods were not quite so closely con-
trolled by distributors, however, and factory production of major
durable household goods was maintained a few months longer than
was true of nondurables, before joining the general decline after Octo-
ber. Thus by the final quarter aggregate activity was being depressed
by reductions in business fixed investment and residential construc-
tion, by stable or falling retail sales, and by diminished inventory
demand consequent upon the latter. About the only important cate-
gory of demand still expanding was Government expenditure, and
this was not enough to prevent a downturn of aggregate physical
activity in November or December.

Prices fell along with physical activity as inflationary pressures
ebbed. The indexes of wholesale and consumer prices led the October
peak of industrial production by 1 month. Agricultural prices had
started downhill for certain in July because increased production at
home and abroad augmented domestic supplies at the same time that
retail sales of food and other nondurables stabilized. Retail food
prices dropped in concert with farm prices. Wholesale prices of
products other than farm commodities and foods did not fall until
December, however, and the Consumer Price Index of all items less
food also held firm until year end. Reductions of industrial finished
goods prices at wholesale and retail awaited the further easing of
demand which came after the turn of the year.

MORE ABOUT TME INFLATION

The many references to demand and expected demand in the pre-
ceding pages will not have escaped the attention of the reader. The
inflation was started by the discharge of excess demand after decontrol
and it was ended when final demand weakened even as real income
continued to rise and largely because backlogs were worked off in
many lines. This does not end the matter, however, for the progress
of the inflation-its duration and magnitude and the timing of the
successive waves-might have been quite different in another economic
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environment. As a bald statement, this is a self-evident proposition,
but it is one which is often forgotten in relation to specific historical
.episodes, where the role of disturbing forces is likely to be emphasized
to the neglect of factors which condition the response of the economy
to disturbances and which are equally to be regarded as causes of the
observed behavior.

There can be no doubt, for example, that the inflation could have
been terminated earlier and with a smaller overall price rise by suf-
ficiently vigorous monetary or fiscal actions. As it was, external
monetary intervention did comparatively little to bring the inflation
to a close and fiscal actions actually prolonged its final phase. Not
much is to be gained by speculating about what might have been,
however, especially since it cannot be known how far alternative
policies could have been pursued without producing consequences less
attractive than the gradual diminution of liquidity through price
inflationcand the concomitant gradual elimination of the more press-
ing physical shortages.

What can be done with profit is to inquire more closely into the time
path of the inflation, given the fact that external intervention was
minimal. We ask why it progressed in 3 waves instead of 1 un-
interrupted' advance, and why each 'wave was smaller than its pred-
ecessor (chart 1). Let us test first the hypothesis that the succes-
sive waves were recurrent phases in a wage-price spiral which was
started and kept in motion by a series of wage increases. In that
event, the interval between waves would be determined by systematic
lags in the process of wage-price-wage adjustment, and the magni-
tude of the waves would depend upon the size of the successive adjust-
ments.

The hypothesis is leant a surface plausibility by the fact that wages
led prices during the first two waves (chart 9). Thus average hourly
earnings of manufacturing workers increased more rapidly than con-
sumer prices during the first half of 1946. Prices moved ahead of
wages after decontrol, however. so that by early 1947 the purchasing
power of wages was considerably reduced. Wages spurted again dur-
ing the spring of 1947, and after a lapse of 2 or 3 months, prices
resumed their climb. Up to this point, then, there were alternate
spurts of wages and prices. This neat phasing broke down in the
third round of inflation, however, when prices and wages rose simul-
taneously in the spring and early summer of 1948. Apparently
there was nothing inherent in the organization of the economy to make
prices lag wages. But this reminds us that special circumstances may
account for the two earlier instances of lagging prices. That is cer-
tainly true of the first round, when prices were decontrolled later
than wages. Recall also the unusual conditions that prevailed at the
time of the second lag, when public attitudes and short-term expecta-
tions were unfavorable to price increases and when springtime wage
increases were absorbed for a few months in steel and other heavy
industries.
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Apart from timing, there is the question of amplitude. May not
the progressively smaller size of the price waves be due to the fact that
each round of wage increases was smaller than the last, beginning
with a "typical" raise of 181/2 cents in 1946 and moving on to 15 cents
in 1947 and 10 to 13 cents in 1948? The answer must again be "No".
The reason may be seen by asking under what conditions the statement
might be true. It implies first of all that the role of demand is pas-
sive; that the.amount of a price increase is determined by the size of
an autonomous wage increase and that demand merely rises enough
subsequently to sustain the higher price. Applied to a sequence of
damped wage-price movements, it implies secondly that some mecha-
nism exists to make each wage increase smaller than the last, unless,
of course, this important fact is left unexplained. A plausible hy-
pothesis for the sort of situation now under consideration is that wage
demands are equal to the increase in the cost-of-living since the last
wage increase, and that each wage increase induces a less-than-equal
rise in consumer prices because of productivity gains, partial absorp-
tion of cost increments by manufacturers or distributors, or the slug-
gish response of prices of consumer services.

Now either or both of these assumptions may at times approach
realism, but neither can be accepted in the present instance. With
regard to the first, it is obvious that the margin of excess demand
which existed at the time of decontrol for reasons independent of the
wage advance was an important determinant of the size of the initial
price wave. Nor was the wage increase of the first half of 1947 as
large as the price increase of the last half of 1946. Wages caught
up with consumer prices momentarily in mid-1947, but this was partly
because they. had gained relatively in the 4 or 5 months preceding
decontrol and not because they advanced as much as prices in later
months. All the same, there is empirical substance in the notion that
the amplitudes of the price waves of 1947 and 1948 were approximately
determined by the amplitudes of the corresponding wage movements.
This does not mean, however, that we have here an example of "cost-
push" inflation.

It is important to recognize the full implications of these last re-
marks. The crux of the matter is that wages and prices may spiral un-
der conditions of either "cost-push" or "demand-pull." The "cost-
push" terminology implies that the spiral originates and is kept going
by autonomous wage increases because workers are trying to in-
crease their share of real national income, whereas "demand-pull"
carries the connotation that prices rise because of demand pressures
and induce subsequent wage increases as workers strive to maintain
their income position. A spiral may occur in either case, however,
and for the same underlying reason-the attempts of contending par-
ties to defend or increase their shares of the national product. These
attempts may embrace investment goods as well as consumer goods,
and the contenders are not limited to those facing one another across
the bargaining table.

Since a spiral may occur for either reason, it may be difficult to
decide whether a particular experience is caused by one or the other
or some combination of the two. The task is complicated by the fact
that lags in the process may be short or even nonexistent when current
changes on either side are influenced by expected changes on the
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other, and the further fact that independent disturbances may enter
the picture as well. Let us nevertheless examine the movements of
wages and prices during 1946-48 against the background of the earlier
analysis of the period, which should help us around these difficulties.

It is easy to detect changes in basic wage rates in the statistics of
average hourly earnings for a given industry, since abrupt vertical
steps appear in the data whenever such changes occur. Unfortunately,
these vertical movements tend to be smoothed out when hourly earn-
ings are averaged for large numbers of industries, because the indi-
vidual changes are spread over time. The smoothing is not complete,
however, for some bunching does occur, and at those junctures the
curve accelerates (chart 9). If a close positive relationship exists
between changes in wages and in prices, it should be possible to ob-
serve corresponding accelerations of prices. For reasons already dis-
cussed, we take the timing and amplitudes of prices and wages during
1946 as given, and inquire into the subsequent reactions to this first
wave of inflation.

The first important retardation of prices came during the second
quarter of 1947. Was this the result of a prior deceleration of wages
in manufacturing industries, which because of lags in the processes
of production and distribution did not affect prices of goods to final
users for several months? That is not the explanation, since the
retardation was in prices of nondurable goods and especially foods,
and since wages had accelerated in the nondurable goods industries
in the preceding quarter and had been accompanied at that time by
correspondingly rapid increases in prices of finished nondurables at
wholesale and retail (compare charts 2, 3, and 9). The cause of the
lull in prices was the reduced inventory demand analyzed earlier,
coupled with the temporary absorption of springtime wage increases
in the durable goods industries at their source.

Nor should the resumption of the inflation in the second half of
1947 be interpreted merely as a lagged response to previous wage in-
creases. Prices moved ahead partly under the stimulus of rising de-
mand. This is not to say that wage increases were unrelated to the
movement, however. In the first place, they affected its timing. The
coal mine wage-price increase of July and the August rise in steel
prices helped touch off the new round of price increases in durable
goods. Together with the simultaneous increases in agricultural
prices, these specific advances contributed to the upward revision of
price expectations which stimulated inventory demand. Secondly,
the size of the price adjustment was doubtless influenced by the
amount of the increase of labor costs under the 1947 wage agreements.
Thus average hourly earnings rose 7 percent between April and No-
vember. Allowing for the price lag, we find that wholesale prices
of finished goods increased 8.5 percent and the Consumer Price Index
7.5 percent between June and January.

Expected demand permitting, it is natural to suppose that business
firms will increase prices at least proportionately to unit labor costs.
The increases may not hold if the necessary demand fails to ma-
terialize, but under conditions of high liquidity, easy credit, and
strong "real" needs for producer and consumer goods, money outlays
will usually rise sufficiently to sustain the increase, and perhaps even
more if speculative buying develops during the process. Because
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profit margins may vary firm conclusions are impossible, but it ap-
pears likely that had the average wage increase been smaller during
1947, the average price increase would also have been smaller. Notice,
however, that this would have meant that wage earners must needs
resign themselves to a lower real wage than they had received prior
to price decontrol. As it was, their attempt to compensate for the
rise in the cost of living was successful for only a month or two during
the second quarter of 1947, and once the new wave of price increases
got underway wages again fell behind.

The wage pattern of 1948 was quite similar to that of 1947, but
prices behaved rather differently because independent demand forces
assumed greater importance. It will be recalled that one effect of
the agricultural price break of February-March was to foster a hold-
the-line attitude on wages and prices in the heavy industries. When
the tax cut and defense and foreign aid programs were approved,
however, it appeared that demand would prove adequate to sustain
new price increases, and the result was a simultaneous advance of
wages and prices during the late spring and summer. Average
hourly earnings in durable goods manufacturing plants and whole-
sale prices of finished durable goods both increased 6 percent between
May and September. Wages rose about as much in the soft goods
industries, but in that sector demand was already weakening and
prices of farm-produced raw materials were beginning to slide, so
that prices of finished soft goods merely held their own instead of
rising (chart 2). The same combination of easing demand and en-
larged supplies forced food prices downward beginning in September,
so that the consumer price index declined and real wages improved
correspondingly during the closing months of the year.

This third wave is an interesting example of joint and simultaneous
participation by demand and supply in an inflationary episode. On
the one hand, it appears that substantial wage boosts would not have
occurred without the announcement of the new Government programs,
and on the other, the wage-price increases did not await an actual in-
crease of final demand, and average prices of durable goods rose just
enough to compensate for the average wage increase. Nondurable
goods were subjected to approximately the same wage pressure, but
present demands were clearly less intense and since the unconcen-
trated market structure of most of the nondurable goods industries
makes prices quickly responsive to market forces, prices did not move
up commensurately with wages.

We may sum up the principal analytical lessons from the wage-
price behavior of 1946-48 as follows. The existence of a wage-
price spiral does not in itself show whether it is due "basically" to
cost or demand forces. Lags between wages and prices are not neces-
sarily indicative of causal sequences and special factors may some-
times account for their occurrence. When wages rise autonomously
and prices are marked up correspondingly, demand must play at
least a passive role in sustaining the price increase if output is not
to fall. Expected increases of demand may induce wage-price reac-
tions before final demand actually rises, in which case wages and
prices are likely to advance simultaneously. An observed sequence
of price waves may be the result of the interplay of wages and prices
in response to a single initial disturbance, but one must be alert to the
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fact that autonomous forces operating outside of the mechanism of
the spiral may exert a decisive influence over the course of events.

With regard to the pattern of the inflation itself, it was initiated
by the excess demand released by decontrol, revitalized during 1947
by a combination of induced wage increases and largely permissive
demand increments (including anticipatory inventory buying which
was itself prompted by rising prices), and prolonged in its third
phase by an autonomous increase of expected demand which induced
a simultaneous wage-price advance. The duration of the waves and
the intervals between them were modified by wage behavior, but can-
not be explained by systematic lags between wages and prices. The
inflation would doubtless have moved faster and with fewer pauses
had it been customary to negotiate wage contracts twice a year rather
than annually, or had cost-of-living adjustments been written into
the contracts. Whether it would have been greater or smaller in
overall magnitude depends upon a number of unknown factors, such
as the extent to which frequent wage-price revisions would affect
price expectations, the vigor of anti-inflationary public policy under
the alternative conditions, and the relative importance of real and
monetary stimuli to demand under circumstances in which liquidity
was reduced more rapidly by price advances, giving less time for the
reduction of physical backlogs of demand.

PRICES DURING CONTRACTION AND RECOVERY, 1949-50

The truly remarkable feature of the 1949 contraction of business
activity was that it was so mild. What factors were responsible for
the "` * * unique and fortunate experience of liquidating a major
inflation without falling into a severe recession" 3 and why was the
price decline so moderate in comparison with the increases which
came before and after? (See chart 1.) These are interrelated ques-
tions, for the moderate price decline was both consequence and cause
of the mildness of the contraction in physical activity. What one
would like to disentangle if he were sufficiently wise to do so, is the
relative importance in the contraction of transient factors specific to
it and of more lasting attributes of the postwar economy. It will be
helpful to keep this ideal in mind during the subsequent discussion.

The contraction was mild enough to be called an inventory reces-
sion, and it has often been described by that term. Insofar as the
term is taken to mean that final demand declined little and that most
of the moderate fall in gross national product was accounted for by
inventory change, it is quite accurate. This leaves unsettled the
question, however, of whether inventory investment exerted more
than a passive influence over the course of events. The amount of
decline of inventory demand depends in the first instance, after all,
on the behavior of final expenditures. If these drop only moderately,
current production will soon fall below sales, attempts to adjust
stocks to the smaller volume of sales will meet with early success,
and new orders and production will quickly revert to equality or more
with sales. Minor contractions are kept minor by those factors-not

s The quotation Is from The Economic Situation at MIldyear 1949, A Report to the
President by the Council of Economic Advisers, p. 3, included In MIdyear Economic Report
of the President, July 1949.
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always the same in every contraction-which foster stability of final
demand. Let us first inquire what they were in 1949, and then go on
to consider the role of inventory investment and whether it was partly
an active one.

The behavior of the major components of final expenditure is sum-
marized in charts 5 and 8. The following facts stand out: State and
local government expenditures rose strongly throughout the contrac-
tion, just as they have done every year of the postwar era under the
impetus of population growth and migration and because of the stub-
born persistence of backlogs of needs for community services. Fed-
eral expenditure also increased during the first 6 or 7 months of the
contraction, and the subsequent declmne of defense spending was
small and did not begin until other sectors were assuming active
importance in the recovery. Thus autonomous demands on the part
of governmental units moderated the decline and favored a prompt
upturn.

The early revival of residential construction and personal con-
sumption expenditure is also noteworthy. In both cases backlogs of
real demand remained large-automobiles were at the forefront in the
improvement in retail sales-and easier credit facilitated renewed
expansion. Not only was credit eased generally by the cyclical fall
of demand for external funds on the part of business and the expan-
sionary monetary policy of the Federal Reserve System, but selective
devices were used to improve terms of home mortgages and consumer
installment credit. Indicative of the strength of combined real and
monetary demand stimuli is the substantial rise of consumption ex-
penditure which commenced after the first quarter of 1949 and con-
tinued even as disposable personal income dropped through the re-
mainder of the year (chart 4).

Consumption expenditure would doubtless have increased as a per-
centage of disposable income in any event, given the special stimuli
just discussed and the regular tendency for consumers to defend their
living standards against falling incomes, but disposable income
actually declined comparatively little, and this meant that expendi-
tures rose rather substantially in absolute amount and became a posi-
tive force for expansion. Between the fourth quarters of 1948 and
1949 disposable income decreased about $6 billion and consumption
increased--$X5 billion. Automatic stabilizers cushioned the contrac-
tion of income and helped foster the expansion of consiuiiiptioii. Na-
tional income dropped $16 billion, but induced reductions of undis-
tributed corporate profits and corporate profit tax liabilities absorbed
about $6.5 billion of the decline, while nearly $2 billion was offset by
smaller personal taxes, and as much more by increased transfer pay-
ments which supplemented the flow of production income.

Business fixed investment led on the downturn, lagged on the up-
turn, and fell about 12 percent in physical volume between the third
quarter of 1948 and the first quarter of 1950. Thus it was by all
odds the major depressant of final expenditure at work in the contrac-
tion. The point which deserves greatest stress, however, is not that it
declined, but that it did not decline much more. This is a good part
of the explanation of bow the inflation was liquidated without a severe
contraction. The inflationary waves of 1946-48 had not engendered
overly optimistic long-term investment expectations and had not caused
an unwarranted expansion of productive facilities. The available
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data on capital stock in relation to production and on capacity utiliza-
tion by industry indicate that capital facilities were smaller in relih-
tion to output before the contraction began than they had been in
1929 or 1937. This favorable start might have been overcome had
other elements of final demand decreased sharply during the contrac-
tion, of course, but the independent strength of Government and
consumer spending prevented the development of any widespread con-
dition of excess capacity.

The situation was much the same with regard to inventory invest-
ment. Inventories were not excessive before the downturn began-
partly, of course, because they had been watched so very carefully
during 1948, with mildly deflationary results during the latter months
of that year in the nondurable goods industries. Even by the end of
1948 they were below the prewar relationship to sales in manufac-
turing and distributing alike (chart 6). Here is rather strong evi-
dence that the restocking of 1946-48 was needed to reestablish normal,
working relationships between stocks and sales, and that speculative
inventory purchasing in anticipation of advancing prices had not
gotten out of hand. This meant that inventory disinvestment during
1949 was confined largely to that required to bring stocks down to the
reduced level of sales and production and was uncomplicated by any
need to liquidate speculative holdings. Even the feedback effect of
inventory disinvestment on production income and hence upon final
demand was limited by the automatic changes in profits, taxes, and
transfers mentioned earlier.

Inventory disinvestment could still have become a powerful inde-
pendent force in the contraction had adverse price expectations and
a psychology of liquidation-at-any-cost developed as it progressed.
The initial absence of speculative holdings in itself inhibited such a
development, however, and other factors were at work as well, in-
cluding some significant changes in the institutional structure. I re-
fer to the agricultural price-support programs, the Government com-
mitment to promote full employment contained in the Employment
Act of 1946, and the augmented importance and strength of labor
unions in the mass-production industries dating from the midthirties.
Taken altogether, these factors limited actual and potential price
declines, thus undercutting such nascent fears as may have existed
about the stability of prices.

The price declines which did occur were orderly and conformed
to the usual pattern of changes during periods of economic contrac-
tion. That is, prices of finished goods fell least and those of ma-
terials experienced greater reductions. This is typical of contrac-
tions because deflationary impulses are propagated backward with
increasing intensity from final sellers to manufacturers and thence
to suppliers of raw materials; since, in their desire to trim inventories,
firms at each stage of production or distribution curtail purchase or-
ders by more than their own sales decline. The pressure on prices
resulting from the magnification of downshifts of demand at each
stage is especially powerful in markets where large numbers of sellers
are actively engaged in price competition and where output changes
slowly in response to demand. And, of course, the more prices of
purchased materials weaken at each market level, the greater is the
scope for reductions in prices of finished goods. It is in the light of
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these facts that the importance of agricultural supports as a cushion
to the price structure should be viewed, since farms supply the basic
materials for a large number of nondurable goods. It is relevant also
that a good part of the potential decline of farm prices during 1948-
49 occurred before the contraction of aggregate business activity wa's
actually underway (chart 2).

Additional support to prices was forthcoming from the downward
inflexibility of wage rates (chart 9). Since the same factors which
act to depress prices of purchased materials and components during
contractions operate in the reverse direction during upswings, the
margin between prices of unfinished and finished goods will usually
have narrowed during an expansion and will provide room for some
reduction of material costs relative to finished-goods prices during the
ensuing decline. Under given circumstances, there is only so much
scope for cost reductions from this source, however, and, once that
limit is reached, unless wage rates are cut, businessmen will prefer
to curtail production rather than reduce prices. This fact has several
ramifications.

First, wage inflexibility retards the decline of finished-goods prices
for many months during a contraction. The wage lag provides time
for a moderate realinement of prices and inventories before deflation-
ary pressures become intense-and a moderate realinement may prove
sufficient if basic growth factors remain favorable to expansion. If
wage rates were to fall from the beginning of the contraction, the
chances of widespread postponement of purchases in anticipation of
future price declines would be greatly enhanced.

Wage rigidity during minor contractions is not a new phenomenon
confined to the postwar economy. Wages also lagged by long intervals
during the business cycles of the interwar period, and responded
scarcely at all to the mild downswings of 1923-24 and 1926-27 (chart
10). Hence, it cannot be asserted with absolute confidence that wages
were stable during 1948-49 and again in 1953-54 because organized
labor was stronger than in prewar years. Wages may have remained
firm because the contractions themselves were mild and short lived, so
that management determination to seek lower wage schedules was
never put to the test and might not have been even in the absence of
labor unions.
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That is not the end of the matter, however. If businessmen become
convinced for any reason that wage rates will not fall, they are, in
the same measure, convinced that substantial price declines are not
in the offing. These dual convictions must have been cultivated by the
growth in the power of organized labor. Indeed, there is some evidence
of this in the behavior of wages and prices during the severe contrac-
tion of 1937-38, which occurred after the mass-production industries
were organized. It is inconclusive evidence, because the contraction,
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though severe, was short lived, and fell within the range of the normal
timelag of wages behind business downturns. All the same, the fact
that the wage and price reductions associated with that contraction
were comparable to those of 1923-24 and 1926-27 rather than 1920-21 4
is consistent with the a priori prediction of greater rigidity. Granted
that businessmen expected greater rigidity, this factor would be par-
ticularly important in a contraction such as 1948-49, which followed
a sharp inflation. This is because it would modify price expectations
which might otherwise become quite pessimistic, and, by so doing,
help to prevent the contraction from becoming severe enough ever to
press heavily on wages.

The final aspect of wage-price rigidity to be discussed is, perhaps,
the most important of all in connection with the contraction of 1948-
49. It is doubtful that there existed then or exists now any sizable
segment of opinion in business or Government circles that widespread
wage reductions are beneficial as a means of combating unemployment,
or that a deflation of wages and prices is a necessary though painful
penalty for permitting an inflation to run its course. To quote the
Council of Economic Advisers in mid-1949:

There would be no purpose, and much potential damage, in an attempt to get
back to some drastically lower price level by wage cutting, since incomes are now
geared to prices substantially higher than before the war or immediately after
the war. Such an effort would involve a deep and vastly unsettling decline
in wages as the accompaniment to a prolonged period of severe depression. From
that, practically no one would gain; the economy would lose tragically.5

This attitude was reflected in the fiscal and monetary policies of the
day. It contrasts strikingly with the situation of 1920-21, when defla-
tion was regarded as a necessary evil, and when Federal Reserve
actions were taken to tighten rather than ease credit. The differing
attitudes toward the inevitability and desirability of wage-price defla-
tion, and the associated differences in public and private actions, go
far toward explaining the greater severity of the earlier experience
despite the presence of underlying elements of strength similar to
those following World War II.

In summary, prices declined comparatively little during 1949 be-
cause speculative excesses had not been a feature of the inflation;
because institutional factors and public policies minimized actual and
expected declines and prevented cumulative deterioration of short-
term price and sales expectations; and because, in those favorable
circumstances, the forces for expansion inherent in the postwar pop-
ulation upsurge and remaining backlogs of public and private demand
could quickly assert their influence. The deflationary force of inven-
tory disinvestment was largely spent by midyear, and a recovery led
by Government spending, homebuilding, and automobiles actually
began at that time. The upswing of industrial production was inter-
rupted during the autumn by coal and steel strikes, but expansion was
quickly resumed and developed rapidly during the first half of 1950.
Prices responded, as they normally do in a period of recovery, with
gentle increases for materials but little change for finished goods.

' Creamer, Daniel, Behavior of Wage Rates During Business Cycles, Occasional Paper 34,
National Bureau of Economic Research, 1950, New York, N. Y., p. 37, table 5.

SOp. cit., p.8.
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THE KOREAN INFLATION AND ITS AFTERMATH, 1950-54

The normal processes of recovery had carried the economy most of
the distance toward full employment by mid-1950, at which time the
economic forces set in motion by the Korean conflict intervened to alter
radically the character of the expansion. Prices were forced up vio-
lently in 2 consecutive waves of forward buying which swept over the
country during the first 9 months of hostilities, and, although wholesale
prices subsequently receded, the average of consumer prices never did
(chart 1).

It will not be necessary to follow the events of the inflationary phase
of the Korean expansion in detail, since the main facts are easily read
from the behavior of expenditures, incomes, and prices during the
period. First, we note that military spending was not the sole or even
the principal cause of the buying waves, although the placement of
defense orders doubtless stimulated business activity during the latter
months of 1950. Rather, it was the forward buying of consumers and
businessmen in anticipation of potential shortages which created acute
inflationary pressures. The speculative nature of the surges of con-
sumer demand is readily apparent from the wide swings of expendi-
ture relative to income, timed as they were with the onset of hostilities
and the later entry of the Chinese Communists into the war (charts 11
and 12). The fluctuations of retail trade were duplicated at whole-
sale and in manufacturers' new orders and sales, so that inventories
rose all along the line from factory to retailer (charts 14 and 15 ).

A general price and wage freeze was announced on January 26,
1951. From then until early in 1953, prices were under varying de-
grees of wartime administrative control, but it was a fascinating and
unexpected feature of those years that average wholesale prices actu-
ally declined substantially and, for many commodities, fell well below
legal ceilings. This occurred, moreover, during a period of continu-
ous full employment of labor and while the Government share of real
gross national product was increasing from 7.7 percent in 1950 to 15.5
percent in 1952. What happened was that a decline of consumer
demand in reaction from the early buying sprees neatly offset the rise
of defense spending. This is not to say that price and allocation con-
trols were unnecessary or ineffective, however. By insulating the sev-
eral sectors of the economy from one another, they gave maximum
effect to the relaxation of consumer demand.

As 1951 opened, the production of consumer goods was geared to
high and rising retail sales. Household stocks had been augmented
and personal liquidity depleted during the buying waves, however,
and civilian goods appeared to be in plentiful supply and could no
longer rise much in price now that controls were in effect. Retrench-
ment was indicated under the circumstances, and, beginning in Feb-
ruary, retail sales declined suddenly and sharply, causing an equally
abrupt and unwanted increase of distributors' stocks during the next
few months (charts 14 and 15). The necessity subsequently to work
off these excessive inventories magnified and prolonged the deflation-
ary impact of the cutback of consumption expenditure well into 1952,
despite a gradual recovery of retail sales after mid-1951.
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Chart 11

The Nattios Inecome, Expenditure, and Saving By Major Economic Sectors
Seasonally Adjusted Quarterly Totals at Animal Rates, 1950-1954

(Billions of Dollars)
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Chart 12
Government Purchases and Personal Consumption Expenditures
Seasonally Adjusted Quarterly Totals at Annual Rates, 1950-1954

(Billions of Dollars)
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Vertical lines indicate business cycle peaks (P) and troughs (T) as dated by the National
Bureau of Economic Research.

Source: Department of Commerce.
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Chart 13

Gross Private Domestic Investment and Its Major Components
Seasonally Adjusted Quarterly Totals at Annual Rates, 1950-1954

(Billions of Dollars)
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Chart 14

dexes of Personal Income, Retail, Wholesale, and Manufacturers'Sales
and Inventories and Manufacturers' New Orders

Seasonally Adjusted, Monthly, 1950-1954
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1950 1951 1952 1953 1954

Vertical lines indicate business cycle peaks (P) and troughs (T) as dated by the
National Bureau of Economic Research.

Source: Department of Commerce.
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For a time it was as though two economies existed side by side with-
out touching. The grand division was between consumption and
nonconsumption goods. Reduced consumption and inventory demands
-depressed especially factory production and wholesale prices of tex-
tile, apparel, rubber, and leather products from early 1951 to mid-1952.
Production of consumer durable goods also declined substantially, but
their prices remained at ceiling levels. The production cutbacks were
required by defense restrictions on materials, but retail demand had
eased for durables as well as nondurables, and distributors' stocks re-
mained above the 1949-50 levels, so that supplies were adequate at
existing prices. Defense contracts and defense-oriented programs of
facilities expansion replaced the business lost in the consumer sector,
and average prices and production of durable goods were generally
stable.

The downdrift was ended by mid-1952 insofar as nonagricultural
business is concerned. The gap which had opened between income
and expenditure with the retrenchment of consumer demand in 1951,
narrowed again in 1952 as consumer purchases rose somewhat faster
than income (chart 11). Inventory liquidation had substantially
improved the position of distributors by early summer (chart 15).
Allotments of critical metals to nondefense purposes were increased as
defense requirements began to taper off toward a plateau planned for
1953. The incipient recovery of the consumer sector was interrupted
by the steel strike of the summer of 1952, but the work stoppage ended
late in July, and production, employment, and incomes expanded
swiftly thereafter as factories and distributors rebuilt inventories and
final sales of consumer goods accelerated. Thus the defense expan-
sion was capped by a vigorous boom in civilian goods as it entered
its closing phases. No comparable rise occurred in prices, however.
Indeed, the indexes of wholesale and consumer prices decreased some-
what during late 1952 and early 1953-surely peculiar behavior for an
economy in which production was high and rising and unemployment
was less than 3 percent of the labor force. Nor is it adequate to observe
that sharp reductions in foods lowered the average of wholesale prices
and that prices of other finished goods actually increased a bit (chart
2). for the recovery of consumer demand might have increased non-
food prices even more were it not for price controls. Let us follow up
this thought and inquire into the causes and effects of the price diver-
gencies which developed during the period of price and wage control.

Changes in relative prices may reflect a variety of possible forces
acting singly or in combination. They may be initiated either by
shifts of demand or supply among products; either type of shift may
occur for several different reasons; and the timing and amount of the
resulting price changes will depend partly on the structure of the
affected markets-for example, whether there are many buyers and
sellers, or so few as to confer some degree of individual control over
price. Now., one obvious fact about the shifts of consumption and
nonconsumption demand during the Korean period is that they oc-
curred under conditions in which some prices were not free to move
upward in response to market forces whereas others could fall below
ceiling prices if demand weakened or supply increased enough. The
probable result is that the differential between prices of durable and
nondurable goods did not become as large as it otherwise would have
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done, or alternatively, that the differential would have remained about
the same but that prices of durables would otherwise have risen more
and those of nondurables fallen less. In either event, the overall
average of prices would have been correspondingly higher.

Suppose by way of illustration, that no administrative controls had
been imposed on prices, wages, or critical materials and that no fiscal
or monetary curbs to private expenditure had been in effect when
consumer demand declined in 1951. Is it not likely that bottlenecks
in metals and metal products would have forced prices higher in those
sectors-including prices of durable consumer goods? Consumers
might have reacted to this by purchasing fewer cars or refrigerators
until prices came down again, or they might have substituted more
spending on durables for less on nondurables and depressed the prices
of the latter, but it is also quite possible that they would have in-
creased total expenditure even at the same level of money income, thus
sustaining a higher price level. Mfore important, of course, is the fact
that money income would not have been the same. Money wages
would have risen along with prices in the durable goods industries,
and the wage increases would have spread to other industries as well,
raising the whole structure of prices and money incomes at the givenlevel of real national income. Thus the relaxation of private demand
contributed so much to overall price stability partly because it oc-
curred in an institutional complex that constricted the normal chan-
nels for transmission of inflationary impulses between sectors and
permitted deflationary forces full scope in the affected areas. By the
same token, of course, the task of containing inflationary pressures
by direct and indirect controls was greatly simplified by the voluntary
reduction of consumer demand and the associated inventory adjust-
ments.

Perhaps even the preceding discussion has left the reader inade-
quately prepared for the amplitude of the price declines in nondur-
ables during 1951-52 (chart 16). The reaction was especially severe
for prices of intermediate materials-intimately related to basic agri-
cultural commodities-just as the preceding rise had been under the
impact of speculative inventory demand at home and abroad. Prices
of finished nondurable goods did not fall nearly as much, partly be-
cause the demand for finished goods always holds up better than that
for materials during periods of declining sales and inventory liquida-
tion, and partly because wages in nondurable goods factories con-
tinued to rise along with those in durable goods industries (chart 17).

Average hourly earnings of manufacturing workers kept closely in
step with the cost of living until the summer of 1952. Consumer
prices moved ahead during the first Korean buying wave, but wages
responded quickly and by the time of the general freeze in January
1951, had achieved approximate parity with the Constumer Price Index
not only for factory workers but for other large groups of employeesas well. Wages were under direct control after the freeze, of course,
but gradual increases occurred as adjustments were granted to groups
whose real earnings had lagged in 1950, and to workers in general to
compensate for increases in consumer prices during the period of price
control. In this way higher wages became part of the cost-price-in-
come structure of the economy, thereby limiting the price declines in
the weaker sectors. With the exception of foods, average wholesale
prices of nondurable finished goods never did fall back to the pre-
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Korean peak of 1948, and not even foods did so at retail (charts 3 andt
16).

Wages surged forward during the last phase of direct controls in
the latter half of 1952 and early 1953. The rise reflected a breakdown.
of the hold-the-line policy on real wages, and was part of a general
movement to relax direct and indirect controls as it became apparent
that this could be done without undue danger to the mobilization pro-
gram or to economic stability. Substantial advances for steel, copper,.
and aluminum were permitted under a corresponding relaxation of
the criteria for price increases, and metal users were allowed to pass
through the resulting absolute cost increases but not to pyramid them
by proportional markups. Were it not for the ceilings, prices of
finished durable goods would doubtless have risen substantially after-
the steel strike, under the combined pressure of heavy consumer and
inventory demand and the concomitant rise of resource prices. As it
was, they increased only fractionally before the final elimination of-
price controls in April 1953.

Increases were small also among nondurables, however, where ceil-
ings had been suspended for a large proportion of commodities, and
despite a substantial upswing of wages, production and sales. The
principal de ressant at work-the emergence of agricultural sur-
pluses-has been an important determinant of prices of nondurables.
ever since. In late 1952 and early 1953, increased domestic production
and a sharp drop of exports augmented domestic supplies sufficiently
to depress prices of food at wholesale and retail and to offset increases-
of demand for materials important in the manufacture of nondurable-
goods. During the last phase of the Korean expansion, then, the-
spread which had developed between prices of durables and non-
durables initially because of shifts in relative demands for final prod-
ucts, was kept open with the assistance of shifts in export demand'
and domestic supply which were in good part independent of currentw
final demands.
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Chart 16

Indexes of Wholesale Prices of Intermediate Materials
and Finished Goods
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The subtitle of the present section-"The Korean Inflation and Its

Aftermath, 1950-54"-was chosen advisedly from two points of view.

The contraction of 1953-54 was caused partly by the post-Korean cut-

back of defense expenditures and defense-oriented investment and
was in that sense an aftermath of Korea. More directly relevant is

the fact that price behavior during the contraction was heavily influ-
enced by the preceding reaction to the inflationary waves of 1950-51.
These points will be discussed in turn.

The sharp rebound of business activity which came after the steel

strike of mid-1952 and under the spur of mounting private demands
has already received attention. The rate of recovery of sales and pro-

duction was rapid indeed during the latter months of 1952, but the
pace of expansion slowed materially during the winter and spring of

1953 (charts 1 and 14). Retail sales had increased more rapidly than
personal income as consumers stepped up their purchases during the

closing months of 1952. Retail trade leveled off early in 1953, how-
ever, partly because total consumption expenditure increased only in
line with income instead of by more, and partly because this meant a

still more pronounced retardation of sales of goods as distinct from

services, just as the preceding acceleration of spending relative to in-
come had been for goods rather than services. With sales flagging
and inventories still increasing, distributors cut back on their ordes,
with the result that production of nondurables and of major house-
hold durable goods dropped after May, anticipating by 2 months the

downturn of industrial production. Similar retardations appeared
prior to the actual 1953 declines of defense expenditure and fixed
investment, and probably contributed also to the downslide of new
orders which preceded the July peak of aggregate manufacturing
sales and production by many months (chart 14).

If the foregoing events sound a bit familiar, it is because they are
not unlike those of 1948. Retail sales also slackened at that time,
although for somewhat different reasons, and helped precipitate the
downturn. Again, fixed investment flattened out before actually de-

clining in the earlier period. Other parallels are to be found in the
further development of the two contractions.' Thus most of the de-
cline of gross national product during 1953-54 was accounted for by
inventory change. Just as in 1949, the deflationary impact of inven-
tory adjustment was largely spent after 6 months of contraction
(chart 13). Just as then, moreover, a substantial portion of the in-
ventory decline was induced by falling retail sales in the early months

of contraction; and as before, inventory disinvestment was quickly
arrested because final expenditure held firm after its brief initial

lapse. Even the proximate cause of the stability of final expenditure
during the last half of either contraction was the same-an early
recovery of consumption demand and residential construction which

served to offset the further deterioration of final demand for busi-
ness plant and equipment in both contractions and for Federal pur-
chases in the later one.

I have emphasized these parallels as a reminder that "inventory
recessions" remain just that only if final demand has independent
strength and if short-term sales and price expectations do not dete-
r-iorate in cumulative fashion to undermine that strength. This is not
to say that final demand held firm for identical reasons in 1949 and
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1954, although there were important common influences even there in
the operation of automatic stabilizers, the stimulus imparted to home
building and consumer spending by easier credit, and the favorable
state of long-term investment opportunities as evidenced by the com-
paratively minor declines of business fixed investment in both years.
A principal difference, of course, was that Federal spending rose in
1949 and fell in 1954, whereas tax reductions stimulated private in-
come and demand in 1954 but not in 1949.

Another difference between the two contractions, and one which is
a little unexpected because the fluctuations of physical activity were
approximately equal in duration and amplitude, is that average prices
declined considerably during 1948-49 but edged fractionally higher
in 1953-54 (chart 1). Is this evidence that, in the short space of 5
years, prices had become increasingly resistant to business contrac-
tions because of structural changes in the economy? Or was the
greater stability during the second contraction due primarily to fac-
tors peculiar to it?

One possibility is that wages were more rigid than before. This
is not borne out by the behavior of average hourly earnings in manu-
facturing industries, however, which leveled off as usual during con-
tractions (chart 17). There is a point worth noting about the timing
of industrial wages and prices in relation to business activity, none-
theless. Although demand was weakening before the business-cycle
peak of July 1953, substantial cutbacks in production and sales did
not occur until after that date. This meant that wages and prices
were decontrolled a few months prior to the actual contraction. The
increases which came with decontrol were moderate, but they were
firm enough to hold during the ensuing recession, with the result that
industrial finished-goods prices averaged higher than in the months
preceding the downturn.

But price increases during the very months when the economy is in
the process of transition from expansion to contraction are not espe-
eially surprising if allowance is made for the gradual and gentle form
which the transition often assumes. The increases which occurred
in prices of finished goods during the latter months of 1948 come im-
mediately to mind (chart 2). It is not the fact that prices went up
just prior to the downturn that distinguishes 1953-54 from 1948-49,
but the fact that they stayed up throughout the contraction.

Since the decline of final demand was small and wages were firm,
the scope for industrial price reductions was limited largely by the
potential fall in prices of materials. As we have seen, substantial de-
clines may occur from this source during mild contractions because
the demand for materials weakens considerably more than that for
final goods. Even this avenue was closed in 1953-54, however, prin-
cipally because prices of nondurable materials had been forced down
previously-the adjustment which ordinarily would come with a
general contraction had already occurred because of the isolated con-
traction in that sector during 1951-52. Producers of intermediate
nondurable materials were caught in a wage-price squeeze because their
wage scales reflected the general boosts in the economy which came
after 1950, but their prices were no higher than in 1948 (charts 16
and 17). Still, these prices did decline a little in 1954, and would
have decreased more were it not that prices of crude materials were
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lent independent support by the agricultural program. Again, agri-
cultural price supports were already providing effective floors by
1953 because of the declines which had gone before, whereas in 194849
farm prices could fall much further before they were arrested by
supports.

It appears, then, that the price stability of 1953-54 was in good part
the result of factors peculiar to that contraction, and does not neces-
sarily mean that prices have become permanently more rigid. To the
extent that agricultural supports remain a feature of the economic
structure, however, and especially when prices have been under sup-
port before a contraction begins, they will minimize cyclical declines
in prices of important classes of goods. Since any diversion of pur-
chasing power which might arise, if prices of foods and other non-
durables were lower in the absence of supports, would during a period
of contraction tend to stimulate larger physical sales of durables rather
than higher prices for them, it is likely that the overall average of

rices would be kept higher by the supports than it otherwise would
be. And, of course, the net injection of income from Government
sources via the support operation helps to firm demands generally.
If the cost of living were, indeed, prevented from falling as much as
otherwise, this would reinforce the tendency toward firmness by re-
ducing wage adjustments under escalator clauses. This effect would
be comparatively unimportant, however, since downward wage escala-
tion is usually limited by agreement during any given contract period,
and since small changes in wage rates up or down probably have little
influence over administered prices.

EXPANSION AND INFLATION, 19 5 4-5 7

"Expansion and then inflation" would be a more descriptive head-
ing for this section. The business expansion which began in August
1954 lasted exactly 3 years. During the first half of this span, the
average of consumer prices kept within a range of 1 index point, but
it began rising in March 1956, and has continued upward ever since,
with the advance persisting even into the present phase of cyclical
contraction. While not as rapid as the vigorous inflations of 1946-48
and 1950-51, the consumer price increases of the past 2 years were at
a substantial rate and were more than double the increase of disposable
personal income in constant prices.

Price stability for finished goods is to be expected during the initial
phase of expansion from a cyclical trough. Prices of materials may
recover rapidly from the very beginning, but these elements of cobt
will have fallen so low during the contraction that increases can be
absorbed for a time without encroaching on profit margins. Because
excess capacity will have developed during the downswing, owing to
the continued growth and modernization of plant and equipment and
the decline of production, moreover, real cost savings will accrue as
activity expands to make more efficient use of productive facilities
and to make use of newly more efficient productive facilities. These
real savings will make it possible to pay higher prices for both labor
and materials without raising production costs.

Purely cyclical factors are not enough to account for the continued
stability of consumer prices into early 1956, however. Industrial
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wholesale prices were fairly steady until mid-1955, but they increased
sharply thereafter (chart 2). Leaving this rise unexplained for the
moment, we notice that its effects on average consumer prices were
minimized by two factors of noncyclical origin. Prices of farm prod-
ucts and foods fell off sharply during the last half of 1955, as agri-
cultural commodities continued in excess supply because of a com-
bination of high carryover stocks and record or near record 1955 farm
outputs. Retail food prices declined in sympathy, though by smaller
amounts, tending directly to reduce the Consumer Price Index. Con-
sumers probably took advantage of lower food prices partly by increas-
ing their food consumption and partly by increasing other expendi-
tures. If so, the induced shift of demand was insufficient to raise other
prices enough to compensate for the decline of food prices, since aver-
age prices were stable despite higher personal incomes.

One reason for the lack of fully compensating increases was that
persistent agricultural surpluses had also weakened prices of basic
materials used in other nondurable-goods industries, serving to re-
strain increases for finished goods in that sector. Another important
factor was a fall of retail prices of durable consumer goods in the face
of rising wholesale prices (charts 3 and 16). This was not a new
development, however, for retail margins on durable goods had been
narrowing for several years under the competitive pressures associated
with the growth of the discount house and emergence of a buyers' mar-
ket in automobiles. The potential for retail price reductions from
this source appears to have become exhausted about mid-1956. Prices
of household appliances did fall slightly over the next 18 months, but
furniture prices rose moderately, and those of automobiles more sub-
stantially. In future, aside from seasonal changes in dealer margins
significant reductions of retail price tags will probably await or induce
corresponding drops in wholesale prices.

Let us revert now to mid-1955 and the rise of industrial prices which
began at that time. We need to go back, in fact, just a bit further
in order to recall 2 important features of the recovery of 1954-55.
One was the spectacular reception accorded the 1955 automobile
models and the acceleration of consumer purchases of durable goods
for which it was primarily responsible (chart 18). The other was
the onrush of business plans for capacity expansion during the winter
and spring of 1955. These plans were a lagged response to the business
upturn, so that business fixed investment did not rise strongly until
the latter half of the year (chart 19). The upsurge was foreshadowed
during the spring, however, in surveys of investment plans and, even
more concretely, in new orders for producer goods. Thus, prospects
for 1955 sales and profits were excellent at the time of the wage settle-
ments in major durable-goods industries during the late spring and
summer.
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Chart 18

Government Purchases and Personal Consumption Expenditures
Seasonally Adjusted Quarterly Totals at Annual Rates, 1954-1957

(Billions of Dollars)
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Chart 19

Gross Private Domestic Investment and Its Major Components
Seasonally Adjusted Quarterly Totals at Annual Rates, 1954-1957

(Billions of Dollars)
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Chart Bo
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Chart 21
Indexes of Average Hourly Earnings and Prices

(Monthly, 1954-1958)
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With product demands high and expected to rise further in many

industries, sizable wage increases were demanded and received by

employees in heavy industry. Parallel changes occurred in prices of

intermediate materials for durable goods manufacturing-com prising

principally primary metals, lumber, and plastics-and of dur-

able finished goods (chart 20). Between June and November of

1955, average hourly earnings of production workers in durable-goods
factories increased 3.7 percent and prices of intermediate materials

5.1 percent. Average wholesale prices of finished durable goods in-

creased 3.4 -percent -betwVeeh July and December, with consumer

durables up 2.6 percent and producer goods 4.3 percent.
Were these price raises caused by increased demands or higher

costs? The answer caui only be: by both. Current demands for

durable goods had recovered strongly before the wage advances, and

further increases of demand were in the offing and the orders were

on the books. These facts certainly augmented the size of the wage

increases-contrast the increases of 1954 and 1955-but the timing

and magnitude of the price increases were just as definitely in-

fluenced by the behavior of wages.
Prices of nondurable manufactures also rose during the last half

of 1955. These increases were probably occasioned less by wage in-

creases than by current demands. Retail sales of nondurables moved

ahead strongly during 1955 and continued to rise as sales of durables

fell during the last few months of the year. For reasons to be dis-

cussed later, prices of nondurables as a class are quicker to respond

to demand shifts than are those of durables. Thus prices of non-

durables dropped in the spring of 1955 despite substantial wage in-

creases, and when average hourly earnings in nondurable manu-

facturing caught up with those in durable goods factories with a

spurt during the spring of 1956, prices were steady and did not rise

until late in the year (charts 20 and 21). Nor is the lag of price in-

creases behind wage increases in 1955 and again in 1956 evidence that

the latter caused the former. Technical lags in the processes of pro-

duction and sale cannot explain a wage-price lag on the order of 6

months; and in point of fact, prices of intermediate materials and
finished goods moved closely together from month to month, as

the thart shows. Wage and cost increases do influence prices, but so

also does demand, and in the instance of nondurables both factors

operate quickly and may sometimes be offsetting, sometimes rein-

forcing, so that no simple relationship exists between prices and either

factor alone.
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A final feature of 1955 should be mentioned before we move on.
The year marks a revival of labor-management interest in the long-
term contract which specifies deferred annual wage increases and
provides for escalation to protect the real value of wages during the
life of the agreement. Such contracts were negotiated in the auto-
mobile industry and with General Electric in 1955. They spread to
steel, meatpacking, and railroads in 1956. By the end of 1957, the
Bureau of Labor Statistics had on file long-term agreements involving
fixed wage increases of a deferred nature which covered 4.4 million
workers. The deferred increases specified by "annual improvement
factors" or "annual productivity increases" are generally in line with
the long-term average rate of growth of output per man-hour for
the economy as a whole, but that fact does not necessarily render
them noninflationary. Even apart from other determinants of price
and cost, the annual productivity gains in the industries directly
affected by the contracts may change unevenly over time and may
deviate widely from the average for the economy, both in any given
year and over the long term. And, of course, since the deferred
increases set a standard- for other wages, they may lift the general
level of money wages at a faster rate than overall productivity rises
in any particular year, especially since productivity growth is marked-ly uneven. When this happens the upward pressure on prices from
the cost side is increased everywhere, although average prices will
not rise commensurately or at all unless demand permits.
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Chart 22

Indexes of Personal Income, Retail, Wholesale, and Manufacturers' Sales
and Inventories and Manufacturers' New Orders

Seasonally Adjusted, Monthly, 1954-1958
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Chart 23
Inventory-Sales Ratios
(Monthly, 1954-1958) b
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Source: Department of Commerce.
Vertical lines indicate business cycle peaks (P) and troughs (T) as dated by the
National Bureau of Economic Research, except for the peak of August 1957 which
was dated by the author.
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The pace of business expansion slowed notably during the first 6
or 8 months of 1956. Industrial production actually drifted down-
ward, whereas more comprehensive measures of physical activity such
as real gross national product merely flattened out. Industrial whole-
sale prices rose at a much diminished rate, although farm and food
prices rebounded from the 1955 lows and the average of all whole-
sale prices moved ahead faster than in the preceding year (charts
1 and 2).

The slowdown occurred because demand pressures eased generally.
In two major sectors of the economy final expenditures declined by
substantial amounts: consumer purchases of automobiles, which had
turned down after the third quarter of 1955, and residential construc-
tion, which had reached its peak slightly earlier (charts 18 and 19).
Retail sales of nondurable goods did not actually decline during the
early months of 1956, but neither did they increase much until May.
Hence, automobile dealers took steps to reduce inventories and other
retailers to avoid increases, with the ultimate result that inventory
investment declined in sympathy with stable or falling retail sales,
and production fell off among durable and nondurable factories alike
(charts 22 and 23). About the only major component of private
demand which was still rising strongly was business fixed investment.

The structure of industrial prices mirrors the pattern of relative
demands just described. Prices of finished producer goods continued
to rise during the first half of 1956, although at a slower rate than
during the preceding or subsequent spates of wage-price increase.
Average wholesale prices of consumer durable goods were stable as
retail prices of automobiles declined moderately. Steady also was
the average of consumer finished nondurable goods other than foods
in primary markets (chart 16).

Granted that easier demands were instrumental in the retardation
of price increases during this period, the next question is obvious. The
slowdown of demand was in response to events which had occurred
during 1955. In particular, the decline of homebuilding and auto-
mobile sales during the closing months of 1955 caused production to
drop not only in those sectors but in supplying industries as well.
About the turn of the year the declines became substantial enough to
depress hours and employment of factory workers and slow the growth
of aggregate personal income. Increased personal taxes restrained
the increase of disposable personal income still further. Nonauto-
motive consumption expenditures continued to increase, but at a
diminished rate and at the expense of a considerable reduction of
personal saving. Apparently the retardation of disposable income
contributed to easier demand conditions not only in automobiles but
in consumer goods generally during the first 3 or 4 months of 1956.

Taking the analysis back another step, the decline of homebuilding
after mid-1955 was caused primarily by measures employed at that
time to stiffen terms on mortgages insured or guaranteed by the Fed-
eral Government, and by the concomitant restrictive actions of the
Federal Reserve authorities which increased interest rates generally
and made residential mortgages less attractive to lenders. Automobile
sales, on the other hand, were probably not materially influenced by
general credit constraints. The spectacular sales of 1955 models had
satisfied the needs of many new-car buyers for at least 2 or 3 years



ECONOMIC STABILITY AND GROWTH

ahead, producing a temporary saturation of segments of the new-car
market and a corresponding decline of sales of 1956 models. I con-
clude that the easing of demand in 1956 was partly a lagged response
to credit policies which had accomplished the intended purpose and
partly the result of an independent reaction from the prior surge of
automobile sales.

The downward movement in automobiles and housing was pro-
'longed into the summer months, although nonresidential construction
-offset much of the latter decline. Retail sales moved ahead during
the late spring and early summer, but the increase reflected primarily
higher prices for foods, and the physical volume of retail sales con-
-tinued below the level reached late in 1955. Consequently, production
of durables and nondurables alike remained depressed until July, and
in that month a sharp though brief curtailment of steel production
occurred because of a strike.

Industrial production and prices surged forward on a broad front
beginning in August. The prime mover appears to have been in-

.creased activity in the automobile and ancillary industries as the new
models went into production. Federal defense expenditure turned
upward as well, however, and an added thrust was lent by restocking
,demand on the part of metal fabricators whose inventories of mate-
rials had been drawn down during the steel strike.

The entire fourth quarter was colored by the rebound of automobile
production. As it turned out, sales increased less than expected, but
in the meantime production was augmented by the inventory accumu-
lations of automotive manufacturers and dealers. The increase of
automobile production was superimposed, moreover, on the gentler but
steadier rise of machinery production as business expenditures for
equipment continued their advance. Since total industrial produc-
tion advanced, so also did employment and earnings, the latter with

-an assist from wage increases. In this way, increased production
consequent on expanded automobile output served to bolster personal
incomes and helped to induce a part of the increased volume of retail
sales which had been expected and the expectation of which had started
the process.

Demand, expected demand, and independent or semi-independent
-cost increases are again intertwined in the price-output movements of
this period. Again there is a close correspondence between the in-
creases of average hourly earnings and prices of intermediate ma-
terials and finished products in the durable goods sector (chart 20).
The increases were timed with the wage-price boost which followed
the steel settlement. With wages and prices rising all along the line
in metal fabricating, and with business demand for equipment still
high, prices of finished producer goods rose 3.4 percent between July
and October. Increased price tags on new model automobiles were
primarily responsible for the abrupt 2.1 percent rise of average whole-
sale prices of consumer durable goods between September and Novem-
ber. Prices of nondurables, excluding foods, also increased after
August, and by year end had risen 1.1 percent. These increases in
,primary markets were reflected in retail prices, and the Consumer
Price Index gained 1.0 percent between August and December despite
a slight decline in prices of food over those months (charts 1 and 3).

As 1957 opened the expansion was already more than 2 years old.
It gradually lost its momentum as the year progressed, and by autumn
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a downturn was underway. Interestingly enough, production, em-
ployment, and prices behaved much as they had done in 1956 until the
period of actual contraction came during the last 4 months of the year
(chart 1). For that matter, the contrast after August is found pri-
marily in physical activity, because prices of finished goods rose after
the contraction had begun and by amounts that while smaller than in
1956, were still significant (charts 20 and 21).

The early resemblance to 1956 is partly due to a repetition of the
same deflationary forces that developed at the outset of the former
year. Automobile sales increased moderately in the first quarter but
fell thereafter. Residential construction continued downhill until.
July.

These declines were smaller than in 1956, but a new and ominous
depressant was added when business fixed investment tapered off
(chart 19). Money outlays for producers' durable equipment dimin-
ished fractionally after the first quarter and, since prices kept rising,.
the decline was somewhat larger in physical terms. Signs of the
imminent slackening of fixed investment had appeared a few months.
earlier, of course, when new and unfilled orders of producers of
investment goods entered a decline.

Thus, the year had scarcely begun before three important elements
of final demand-business investment, residential construction, and.
automobile purchases-were exerting concerted downward pressure on
production. Government purchases and net exports rose, however,.
with especially favorable results for the aircraft and petroleum in-
dustries-the latter because of the foreign demand stimulated by the
Suez crisis. Nonetheless, the balance was on the side of contraction in
durable goods. Employment, hours, and weekly earnings of factory
workers in the affected industries declined along with production, but
gains among salaried workers and elsewhere in the economy kept
personal income rising until August. Purchases of consumer durables.
failed to rise along with personal income, but retail sales of foods and
soft goods moved ahead strongly during the spring and summer as con-
sumers augmented their total expenditure and shifted its composition
in favor of nondurables. Since distributors were watching inventories
carefully, however, the new business of nondurable manufacturers did
not rise correspondingly and the volume of production was merely
maintained instead of increasing.

The incipient contraction became actuality after August. What
happened was that an economy already balanced on the edge of con-
traction because of internal developments in the private sector, was
subjected to additional, autonomous deflationary shocks from reduc-
tions of defense spending and export demands. Neither decline was
especially large, but they occurred when the economy was vulnerable
to disturbance and hastened a downturn that would doubtless have
come soon anyway. Now industrial production dropped more swiftly,
nonagricultural employment began to decline, and labor income
turned downward and carried aggregate personal income with it.
Retail sales decreased as personal income dropped, spreading the
contraction to the soft-goods industries.

The shifting fortunes of the economy and its several parts during
1957 left their mark on prices as well as production. Since demand
had eased generally after the turn of the year, industrial wholesale
prices were stable on the average until summer arrived (chart 1).
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Even prices of finished producer goods rose comparatively little(chart 16). It is of course true that these prices tend regularly torise more slowly after the annual wage-price adjustment is completed
near the end of 1 year and before it begins in the next, but the dimin-ished intensity of demand for producers' durable equipment is re-flected in the small rate of price increase in comparison with the firsthalf of 1956. Among important classes of finished goods, only foodsrose appreciably in price during the spring.

It is apparent from the indicators of investment preparations-
new orders, investment plans, and the like-that demand for invest-ment goods stopped rising in 1957. It is quite another and morecomplicated issue, however, as to why this came about. Financial
constraints were doubtless partly responsible. The Federal Reserve
kept pressure on bank reserves through most of the year, and bankloans increased only half as much as in 1956. Since the demand forloanable funds exceeded the supply from banks and other sources,
interest rates rose through October. Overall credit tightness prob-ably limited investments in certain directions, especially when it came
time to finance projects already planned. And, of course, financialstringency during 1956 may have affected 1957 investment. Perhaps
the early decline of plant and equipment expenditure in the commer-cial sector reflects restricted access to credit sources on the part ofsmall business. The continued decline of homebuilding until mid-year was certainly owing in part to difficulties in obtaining mort-gages on favorable terms.

Another factor was at work to retard business investment at leastin the manufacturing sector, however, and that was the sharp expan-sion of capacity implied in the high rate of current investment out-lays during 1955 and 1956. Capacity utilization rates were still satis-factory at the end of 1956, but the growth of production had slowedin 1956 and could be expected to be gradual in 1957 since the economy
was already at full employment. Merely maintaining current capitalinstallations at the level already attained would insure future in-creases of capacity at a steady, high rate. Such considerations asthese probably damped the planned increases in the rate of current
investment, and by so doing helped to make capacity more redundantthan otherwise, for the slowdown in the rate of investment implied acutback of orders for producer goods and worked in combination withweakness in automobiles to reduce production throughout the metal
and metal using sector of the economy. By September 1957, McGraw-
Hill could report: "For the first time since we began asking the ques-tion in 1955 every manufacturing industry is now operating at a lowerrate of capacity than it generally prefers," although noting also
that no industries reported really depressed levels of business at thattime.,

The industrial price stability which had been a feature of the firsthalf of the year was disrupted by new increases for durable goods
during the summer and fall. Prices of producers' equipment acceler-
ated after June, whereas the index for consumer durable goods tookits usual vertical step later in the year when the 1958 automobiles wereintroduced at higher prices. The price raises were occasioned, ofcourse, by wage increases. This joint movement is reminiscent of 1948,

6 McGraw-Hill's Fall Survey of Preliminary Business Plans for Capital Spending in195S-59, prepared by McGraw-Hill department of economics, p. 3.
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when wages and prices advanced together in the durable goods sector

just prior to anothier economic downturn. Actually, the timing itself

is not particularly relevant, since demand for investment goods had

eased but was still high before both downturns and markets could

hardly be described as distressed. The principal difference between

the two experiences is that in 1948 management resisted wage increases

until expectations were altered by the tax cut and defense program,

whereas in 1957 the increases were largely an automatic result of bar-

gaining decisions made in 1955 and 1956. Thus about two-thirds of

the 7.5 mill ion workers who received increases under major collective

bargaining contracts in 1957, did so because of deferred wage increases

under long-term agreements.
The present contraction has been underway for about 6 months as

this is written. Thus far the prices indexes-available now through

February-are still rising. Retail food prices are moving irregularly

upward as they have done since early 1956, primarily because of smaller

supplies of livestock. Consumer services continue to rise gradually

but steadily in price. Apparel has dropped a bit and retail prices

of new automobiles were shaved after November but remain several

percent higher than before the model changes. In primary markets,

durable finished goods have held their gains of late 1957, but average

prices of nondurables excluding foods dropped in February and may

have entered a cyclical decline in that month.

SOME REFLECTIONS ON THE INFLATIONARY PROCESS IN THE POSTwAR

AMERICAN ECONOMY

The reader must have been struck by the similarity of behavior of

durable goods prices during the past 3 years and in 1947-48. (During

the Korean war, of course, prices were under control.) In both periods

these prices rose swiftly, and in both the advance accelerated in those

months of the year when major wage increases went into effect, or.

shortly thereafter in 1947.
This timing relationship is certainly not surprising. Major wage

increases are likely to raise -unit labor cost in the short run, although

productivity increases. may offset part of the effect then or later.

Prices of many durable goods are administered, moreover. Where

industries are sufficiently concentrated so that individual firms recog-

nize mutual interdependence, but there is no collusion, it is advantage-

ous to all if prices are changed infrequently and in response to clearly

identifiable factors known by each firm to affect the others in about

the same way. When the individual firms are also large and in the

public eye, a further advantage accrues if price increases can be

attributed to cost increases, even though profit margins may be main-

tained or augmented in the process.
The magnitude of the increases cannot be explained simply by the

fact that prices are administered, however. Even administered prices

have to be set at some level-and at a level which is profitable to the

company. This means that product demand cannot be ignored; it

sets limits within which the firm must price if it is to attain profits

which are satisfactory or -better. By the same token, it sets limits

within which costs must be held. These facts apparently are recog-.

nized by both labor and management, since the largest wage-price

increases occur during periods of rising or high demand for durable
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goods. (Deferred wage increases written into long-term contractsmay invalidate this statement in 1958, at least with regard to wages.)The high demand for durable goods during the past 3 years cannotbe dismissed from an explanation either of changes in relative pricesor of inflation of the price level. Given that demand, sizable wageand price increases appeared feasible and satisfactory at expectedlevels of production and employment for at least one, and in somecases several years ahead. But the wage increases spread to otherindustries as well, although often with a lag of several months (chart21).' Labor costs of production were thereby raised generally, butprices did not rise by the same amount everywhere (chart 16). Whynot ?
First, although wage rates rose about equally through the economy,.prices of materials did not. Many raw materials of agricultural originwere in chronic excess supply, with the result that prices were stabi-lized at levels governed by Federal programs and the entire coststructure of products fabricated from the materials or their substituteswas anchored.
Second, relative demands differed among the several product classes.Among durables, this shows up in the fact that prices of producer goodsrose more than those of consumer items, and within the latter group,those of automobiles more than household appliances (these actuallydropped at retail), despite the similarities in prices of materials andlabor. As between durables and nondurables, the comparativestrength of market demands is difficult to gage. The changes in wagerates and unit labor costs-whether fringe benefits and the earnings ofnonproduction workers are included or excluded-have been aboutthe same in the two divisions since the end of Korea, but the changesin prices of materials were not, and this may account for most of thecontrast in the amounts of average price increase. Largely becausemany important industries in the division are unconcentrated andprices not administered, average prices of nondurables are rathersensitive to current market demands, so that prices do not always goup when wages do, and vice versa. This distinction rests on character-istics of market structure, however, and not on the relative strengthof final demands among products.

I do not wish to imply by my emphasis on demand factors that thereare no significant differences between 1947-48 and 1950, on the onehand and 1955-57 on the other. For one thing, money wages of factoryworkers lagged the cost-of-living during the earlier intervals, whereasthey moved ahead of it in the last one until 1957. In the former in-flations organized labor was reacting to previous price increases andattempting to restore the real value of labor income, whereas in thelatter one it was seeking to augment real income. It is this last fact,coupled with the observation that money wages have outrun below-average productivity increments and raised unit labor costs, that hasled many observers to speak of cost-push inflation during 1956-57.There are two kinds of inflation, it is asserted: demand-pull and cost-push-and it is the latter which we have recently experienced. Thisis misplaced emphasis.

7 Average hourly earnings rose as much or more in most of the nonmanufacturing Indus-trles for which data are available, including building construction, railroads, and trade.
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There are not so much two kinds of inflation as two degrees of infla-
tion. The earlier inflationary episodes of the postwar period were
more vigorous, and more widely diffused among the various sectors of
the economy than the last. Prices tended everywhere to move up-
ward in common surges. One reason for this, of course, was that
market demands generally were more intensive and less easily dis-
couraged by price increases than latterly, and this in turn was due to
the powerful inflationary potential supplied by deferred demands
and postwar liquidity in 1946-48 and by generalized, war-inspired
expectations of physical shortages and price advances during 1950.
This is not to say, however, that cost pressures and, more specifically,
wage increases were unimportant in 1947-48, for they did affect the
timing and size of the price waves in those years. They did so not
only in the durable-goods industries, and not alone because of the fact
that they raised unit labor costs, but also because key wage-price set-
tlements affected price expectations and hence product demands
generally.

Demand pressures were clearly less intense in 1956-57, but that
fact does not render them unimportant in the gentler inflation of those
years. If one insists on a distinguishing categorization for this in-
flation, "bottleneck" may be more suitable than "cost-push." The
former term at least carries the connotation of increased demand as
well as increased cost in the sectors where prices rise strongly. It also
has the virtue of emphasizing the fact that inflationary pressures may
originate in particular sectors and spread to others, rather than ap-
pearing simultaneously everywhere.

That, in fact, is what one must expect under normal peacetime con-
ditions. Widely diffused, powerful surges of excess demand are
easily recognizable precisely because they are abnormal. Such ab-
normal conditions aside, inflationary forces will tend to fan out from
initial areas of disturbance.

Demand may figure in two ways in the process. First, specific de-
mands may foster individual price and wage advances and serve as
inflation starters. Secondly, aggregate money demand will have to
rise if prices are to increase in other sectors. If the postwar American
economy does indeed have an inflationary bias-and I think that it
does-it is because its institutional framework favors the initiation
and propagation of inflationary impulses, and guards against their
liquidation.

With regard to the initiation of inflationary impulses, there is the
fact that organized labor groups will press for money wage increases
during periods of business expansion, since this is the variable affect-
ing real income over which individual unions have some degree of
direct control. Their success in winning wage increases will depend
in part upon management estimates of the extent to which wage in-
creases may profitably be passed on in product prices. This will mean
that wage levels will tend to be determined by the increases which oc-
cur in the industries whose profit prospects are most favorable, and it
is at this point that high demands for specific products become crucial
in helping to set standards for wage increases. The standard-setting
wage increases may or may not exceed the long-term average rate of
overall productivity increase, but they are quite likely to do so for any
given year and especially during years of full employment expansion.
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Apart from acute inflationary disturbances like price decontrol or
Korea, a problem of adjustment is posed for the economy each time
wages and prices go up in key industries. Confronted with the fact
that over much of our basic industry wages and prices are determined
at discrete intervals and set for a year or more ahead, the question
is whether aggregate money demand will rise sufficiently in response
to the specific increases to sustain a higher level of prices and money
incomes. This question, be it noted, is the same no matter what the
causes of the specific increases themselves: lwhether, for exainple, they
are heavily influeneed by expected demand as in 1948, or are the lagged
result of bargaining decisions made 1 or more years previously, as in
1957.

The additional money demand will be readily forthcoming when real
demands are strong and financial constraints weak, as in 1947. Under
those circumstances, increases of current money demand-including
speculative inventory demand-will be large enough to raise prices
in all markets and hence wage and nonwage incomes in all industries
about equally. When current (as contrasted with expected) real
demands are weakening, however, as in 1948 or 1957, prices in other
sectors, and hence nonlabor incomes per unit of output, will not rise
correspondingly. And, of course, sales may become depressed every-
where, so that total wage earnings, profits, and other variable incomes
may decline even in those industries where prices went up substan-
tially.

The inflationary bias of the economy is apparent also when it comes
to this question of the propagation of inflationary impulses. Our
money supply is managed, and it is managed with regard to domestic
stabilization objectives. This means that monetary controls will be
used to curb an expansion of money expenditure under full employ-
ment conditions, and this whether aggregate demand is surging for-
ward on a wide frontier because of powerful autonomous forces, or
rising unevenly in response to the gentler prodding of demand or cost
increases in specific sectors. It means also, however, that monetary
(or fiscal) curbs will tend to err on the side of too little restraint, since
the goal is not stable prices at any cost, but stable prices accompanied
by full employment and economic growth.

A distinction is sometimes drawn between demand inflation and
cost inflation on the grounds that the former can be stopped at a,
given level of real income by eliminating excess demand, whereas
even if that is done, autonomous cost increases will renew the latter
type of inflation and force either a relaxation of the demand con-
straint or a reduction of output. I suspect that this contrast is more
a property of static equilibrium models than of the dynamic economy.
In the first place, one should remember that autonomous demand
shifts might also disturb a stable equilibrium if that were achieved
through fiscal or monetary controls-and autonomous demand shifts
occur frequently in the real world. Credit controls would have to be
tight indeed to prevent a price advance fostered by new autonomous
demands and financed by the activation of idle money balances. Sec-
ondly, financial constraints powerful enough to keep prices from
rising under demand pressures, would almost certainly prompt a
contraction of physical activity. If they did not lead directly to a
downturn, they would do so indirectly by retarding or stopping the.
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expansion of physical activity, with adverse consequences for real
inventory demand and perhaps for fixed investment as well. Such
considerations argue for that cautious application of inflationary con-
trols which is observable in practice, no matter what the origin of
the inflationary pressures.

Finally, our institutions and policies guard agrainst the liquidation
of inflationary pressures. Deflation brings not only lower prices but
unemployment and lost production, and these are adjudged the worser
evils. Instead of forcing credit deflation, the monetary authorities
pursue easy money policies during contractions. Expansionary fiscal
actions-increased Government spending and tax reductions-are
more likely than not. Automatic stabilizers cushion the drop of
income and demand. Agricultural supports slow or prevent price
declines, and administered prices are preserved by company policy.
General wage reductions are neither recommended nor anticipated.
In short, the preponderance of public and private economic forces
work directly, and in many instances deliberately, against price.
reductions during business contractions.

Since my subject has been price behavior, I have written of infla-
tionary bias in these paragraphs. It is readily to be seen, however,.
that the bias is largely a byproduct of properties of the postwar econ-
omy which most persons would agree were desirable ones. This fact
should be kept in mind when judging the performance of the econ-
omy during these past years, and it should come to the forefront
whenever the benefits of alternative goals and the risks of alternative.
policies are to be weighed.
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CYCLICAL CHANGES IN LABOR COST

Thor Hultgren, National Bureau of Economic Research, Inc.

The cost of producing a commodity or service puts a floor under its
price. If cost rises enough to wipe out the margin of profit at a
former price, suppliers will have no motive for furnishing the product
to their customers at that price, and either the price will rise or the
suppliers will drop out of the market. At least over short periods,
however, the relation between cost and price is often very loose. If
cost rises moderately, business enterprises sometimes accept a smaller
profit margin, at least temporarily, instead of increasing their prices
in proportion. If cost falls, they sometimes collect a larger profit
margin instead of reducing their prices proportionately. The study
of cost is, nevertheless, an essential component in the analysis of prices.

At the National Bureau of Economic Research we have been trying
to learn something about the relation between cost and the level of
production in various industries, and also between cost and the general
level of business activity. Costs may conveniently be divided into
three classes: materials, labor, and general overhead. Labor cost is
the kind on which there is most information and most of our findings
pertain to it. These findings have not yet passed through the Na-
tional Bureau's review procedures, and I am presenting them here on
my own responsibility and not as official conclusions of the Bureau.

AVAILABLE INFORMATION ON LABOR COST

For the analysis of an industry's prices, the aggregate labor cost
incurred in the industry is of little significance except as a starting
point for calculations. The important figure is cost per unit of
product. The word "cost" will be used in this latter sense in this
paper. There are few if any industries for which such a figure is
published as a routine statistic. Consequently it is necessary to com-
pute such figures. To make that computation we must have figures
on the aggregate labor cost as a point of departure. But we must
also have figures on the physical volume of production, otherwise we
cannot divide aggregate cost by product. Moreover, we need monthly
figures on both, since in this particular investigation we are interested
in the relations between cost and fluctuations in production or business
rather than in long-run trends, and monthly figures are usually far
more instructive in the study of such fluctuations. There are many
industries for which we cannot get the necessary information. Either
labor data, or production data, or both are lacking. We have, how-
ever, been able to assemble figures for anthracite and bituminous coal
mining, quite a few although by no means all branches of manufac-
turing, and railroads. The several industries and the periods covered
by our monthly data are shown in table 1. For railroads the figures
go as far back as the middle of 1921, for some important industries
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they begin in 1932, for others there is no usable information until
1947.

Labor cost per unit has two components: the number of hours paid
for per unit of product turned out, and the average amount of wages
paid per hour. It is instructive to consider hours per unit and labor
cost separately. We have therefore computed figures on man-hours
per unit of product as well as labor cost per unit of product.

In general we use Bureau of Labor statistics data on labor. For
many industries that Bureau publishes for a week near the middle of
each month an estimate of t1e number of production workers, the
average hours worked per week, and the average hourly earnings.
Multiplying the first by the second, we get the aggregate hours worked
during the middle week.

TABLE 1.-Period8 covered by monthly data on man-hour8 and labor co8t per
unit of product for various industries

Industry 1st month Last month

Anthracite mining-January 1932 - September 1955.
Bituminous mining -January 1934 - December 1955.
Manufacturing:

Meatpacking ------------------------------ January 1932.- December 1949.
Confectionery - -January 1939 -- May 1949.
Cigars - - do June 1955.
Cotton - -January 1932- May 1949.
Wool -- ------------ ----------------------------- ----- do ------------ Do.
Textiles - --- ------------------------------------ January 1947-- December 1955.
Hosiery - January 1934 - Ma 1949.
Men's and boys' suits and coats -- January 1947,--- December 1955.
Women's outerwear - -do Do.
Lumber do ----------- Do.
Mtllwork and plywood - - do -Do.
Paper and pulp - -January 1932...- June 1955.
Petroleum refining- - January 1947 Do.
Tires and tubes - -------- ------------------ January 1932.--- December 1940.

January 1947 July 1955.
Cement - ----------------------- - ------------ January 1933 - June 1955.
Steel -- January 1932 Do.
Iron and steel foundries - -January 1947 - December 1955.
Aluminum and copper mill shapes - -do Do.
Nonferrous foundries - -do -Do.

Railroads - -July 1921 - August 1955.

From this point onward, our procedure depends on what kind of a
measure of production we use. In some industries, for example an-
thracite, production can be measured tolerably well in terms of some
simple natural unit, in this instance tons of anthracite mined. In
such a case, we multiply the aggregate hours in the middle week by
4.33 to get an estimate of aggregate hours for the month, and divide
that aggregate by the total production. In other industries, the di-
versity of products is so great that we have to use a composite index
number as a measure. In that case, we construct an index number
of the aggregate hours and divide it by an index number of production.
For the latter, in general, we use one or another of the indexes com-
puted by the Federal Reserve Board for various industries.

Where we use a production measure in natural units, we multiply
man-hours per unit by average hourly earnings to get labor cost per
unit. Where we use indexes, we multiply the index of man-hours per
unit by an index of average hourly earnings to get an index of labor
cost per unit.

In the case of railroads our labor as well as our production data
come from the Interstate Commerce Commission. We measure pro-
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duction in terms of traffic units, which we define as revenue ton-miles
plus 2.4 times passenger-miles. The 2.4 factor is based on the average
relative revenue per ton-mile and per passenger-mile over a long
period of years.

Finally, we adjust both the man-hours per unit figures and the labor
cost per unit figures for seasonal variation. If man-hours per unit
in a particular industry average higher in December than in the year
as a whole, for example, we reduce the figures for the various
Decembers.

IDENTIFYING CYCLES IN PRODUCTIYON

We likewise adjust the figures on production in each industry for
seasonal variation. This enables us to determine what cycles, if any,
have occurred in its production. By a cycle we mean merely an up-
swing followed by a downswing, or vice versa. The process can be
illustrated with the help of chart 1, which depicts production in one
of our industries, aluminum and copper mill shapes, for 1947 to 1955.
As often happens, there are numerous minor month-to-month ups
and downs in the curve. We disregard these, but try to pick out the
larger swings. A helpful rule in this connection, and one that we
follow, is that nothing shall be recognized as a cycle unless the up and
down swing taken together last for at least 15 months. On chart 1,
we find that production of mill shapes reached a peak in July 1948.
After that there was a downswing, reaching a trough in May 1949.
This was followed by an upswing, which reached a peak in August
1950, and so on. Asterisks indicate the dates of peaks and troughs.

CHART 1. ALuMiNUM AND COPPER SHAPES: FEDERAL RESERVE INDEX OF PRODUC-
TION, JANUARY 1947-DECEMBER 1955
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LABOR PER UIrr OF PRODUCT OFTEN VARIES INVERSELY WITH PRODUCTION

We are now in a position to learn what relation there is, if any, be-
tween man-hours per unit of product in this industry and the level of
its production. Our first question is, how does man-hours per unit
at each peak in production compare with man-hours per unit in the
following trough, or vice versa? In answering such a question, how-
ever, we do not like to depend on the figure for a single month. We
therefore take an average of man-hours per unit in the month preced-
ing each peak, the actual peak month, and the following month.
Likewise, we take an average for each group of 3 months that has a
trough month in the middle.

Mill shapes is one of the industries for which we use index num-
bers. Computing 3-month averages, we find that the index of man-
hours per unit (1947-49=100) was 91.3 in the vicinity of the 1948
production peak and 116.0 in the vicinity of the 1949 trough. We
conclude that in this contraction of production man-hours per unit
of product increased. At the 1950 peak the figure is 94.8. In the
1949-50 upswing, therefore, man-hours per unit of product declined.

So far, it looks as though man-hours per unit were inversely re-
lated to production in this industry. But we have data on only three
completed contractions and only two completed expansions. This
perhaps is not enough to justify a generalization about this par-
ticular industry. We do feel, however, that by pooling our data for
this and other industries we obtain something more significant. In
one industry or another, at one time or another, we have data on 69
expansions of production and 77 contractions. In 62, or 90 percent,
of the 69 expansions, we find a net decline in man-hours per unit.
In 58, or 75 percent, of the 77 contractions, there was a net rise in
man-hours per unit. The pooled data suggest a strong tendency
toward an inverse relation between man-hours per unit and total out-
put. When one goes up the other goes down and vice versa. This
means that man-hours in the aggregate usually do not rise and do
not fall by as great a percentage as output.

These results, incidentally, show the superiority of monthly over
annual figures. For the same industries and the same periods of time
we have, of course, annual figures on production, and we have com-
puted annual figures on man-hours per unit. When we base our
conclusions entirely on annual figures, we get a similar result in
expansions but not in contractions of output. Man-hours per unit
falls in 86 percent of the expansions, but also in 55 percent of the
contractions instead of rising in most of them. Note, however, that
the majority of declines is much smaller in contraction than in ex-
pansions. This reduced majority of declines masks an actual pre-
ponderance of rises that is disclosed by the monthly data.
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This comparison enables us to extend the statistical basis for our
generalization about an inverse relation. There are an additional
197 expansions and 220 contractions in production for which we have
nothing but annual data. Man-hours per unit fell; according to the
annual data, in 84 percent of the expansions and, again, in 55 percent,
or a much smaller majority, of the contractions. Et seems likely that
the small majority of declines in contractions here also masks a pre-
ponderance of rises that monthly data, if we had them for these indus-
tries and periods, would disclose.

Annual figures minimize or conceal the cyclical rises in man-hours
per unit because they understate the declines in production and con-
sequently the frequently adverse influence of diminished volume,
while they do not similarly understate the effect of technological im-
provements, which operates to reduce man-hours per unit both in
expansions and in contractions. It is true that annual figures also
understate the influence of expansions in volume but in that case their
influence is reinforced rather than opposed by that of technology.

Although such figures obscure the inverse relation between input
per unit and production, there are some industries in which the rela-
tion is so strong that even annual data convincingly disclose it. We
hesitate to generalize about an industry unless we have data for eight
or more phases of production. (By a phase, we mean either an ex-
pansion or a contraction.) Among industries for which we have that
much data (in either annual or monthly form), we find 22 with a
strong inverse relation, 9 without any marked relation one way or
the other, and none with a strong positive relation; i. e., none in which
man-hours per unit rises and falls with volume.

LABOR COST ALSO VARIES INVERSELY WITH PRODUCTION, BUT RISES

MORE OFTEN

We can analyze the direction of change in labor cost per
unit of product in the same way that we analyze man-hours per
unit. We can average the labor cost figures for the 3 months in the
vicinity of each peak in an industry's output and likewise those for
the 3 months in the vicinity of each trough. We can then note the
direction of change during each expansion or contraction. For ex-
ample, we find that the index of labor cost for mill shapes rose from
93.5 at the 1948 peak to 122.5 at the 1949 trough, then fell to 106.5 at
the 1950 peak. When this is done for the 69 expansions, we find that
labor cost declined from the trough of production to its peak in 41 of
them, or 59 percent. There was a net rise from the peak to the
trough in 70 of the 77 contractions, or 91 percent. Growing produc-
tion was accompanied in most instances by falling labor cost, and
diminishing production by rising labor cost. Like man-hours per
unit, labor cost was inversely related to volume.
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But rises in labor cost were more common than rises in man-hours
per unit in both kinds of phases. In expansions, the percentage with
rises is only 10 for man-hours per unit, but 41 for labor cost. An con-
tractions the percentage with rising man-hours per unit is 75, the per-
centage with rising labor cost is 91. The reason for the difference is
to be found in average hourly earnings. In expansions these have
usually risen, and the rise has not infrequently been large enough to
more than offset the fall, if any, in man-hours per unit. In the con-
tractions for which we have monthly data,. average hourly earnings
often rose, although not as fast as in expansions. In some cases these
rises were enough to offset the decline in man-hours per unit that did
occur in a minority of contractions.

The greater frequency of rises in cost than in hours per unit may
not have been characteristic of earlier contractions for which we have
no monthly data. During contractions of production in the neighbor-
hood of 1920-21 or 1929-32, we know that average hourly earnings
fell in many industries, and in these periods falls in labor cost may
have been more common than in more recent periods.

INVERSE RELATION MORE PRONOUNCED AT THE BEGINNING THAN AT THE
END OF SWINGS IN PRODUCTION

So far we have confined our attention to the net change in hours per
unit of labor cost between the beginning and end of an upswing,
or the beginning and end of a downswing in production. But their
direction of change is often not continuous during the course of such
an upswing or downswing. Chart 2, again for the mill shapes in-
dustry, illustrates how the course may alter. The asterisks on this
chart no longer represent turning points in production itself; the
latter are indicated by broken vertical lines for peaks and solid vertical
lines for troughs. The asterisks here indicate peaks and troughs, and
mark off cycles, in man-hours per unit. Obviously the direction of
change in man-hours per unit is not always consistent throughout a
phase of production. During the 1950-51 contraction in production,
hours per unit at first rose, afterward fell. (As before, we ignore
minor fluctuations and take note only of the longer movements marked
by the asterisks.) The decline continued all through the following
expansion. On the other hand, both the beginning and the end of the
last completed upswing in hours per unit coincide neatly with the be-
ginning and the end of the last complete downswing in output.
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CHART 2. ALUMINUM AND COPPER SHAPES: INDEX OF MAN-HOURS PAID FOR PER

UNrr OF OUTPUT, JANUARY 1947 TO DECEMBER 1955

Broken vertical lines indicate peaks, solid vertical lines troughs in production of alu-
minum and copper shapes.

We have graphs like chart 2 for all our industries. They enable us
to classify every production phase according to the sequence of change
in man-hours per unit. In the present instance we classify the 1950-51
contraction in output as a case of rise, fall, the 1951-52 expansion as
a case of (continuous) fall, and the 1952-53 contraction as one of
(continuous) rise. We have classified all our production phases in
this manner (table 2).

Man-hours per unit declined during the earliest months in a large
majority of the output expansions, 58 of 69. In 23 of the 58 instances,
however, the initial fall turned into a rise that persisted to the end
of the expansion. Still other sequences occurred, but just before the
end declines were far less common than at the beginning. Even so
they somewhat outnumbered rises, by 36 to 33.
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Most contractions, 45 of 77, began with hours per unit rising. Of
the rises, 24 were consistently maintained, 20 turned into falls that
persisted. Continuous declines also were fairly common. Whatever
the sequence, hours per unit were falling at the end in a majority
of instances, about as large as the majority of rises in the beginning.

In labor cost there was a similar contrast between the earliest and
latest months of production phases. Declines were in a majority
at the beginning, rises in a heavier majority at the end of expansions.
Although rises preponderated at both the beginning and at the end of
contractions, the preponderance was much heavier at the beginning.
In both kinds of phases, however, and both at the beginning and the
end, rises in cost were more frequent than rises in hours per unit.

TABLE 2.-Exxpansions and contractions of production in various industries,
classified according to sequence of change in man-hours per uint or in labor
cost

Number of expansions or contractions with indicated
sequence of change

In man-hours per unit In labor cost per unit

Expansions EContractions Expansions Contractions

Rise-8 24 18 38
Rise, fall-3 20 3 26Rise, fall, rise - -- -- -- 2 1Rise, fall, rise, fall- 1
Fall ----------- - 29 23 12 8Fall, rise --------------------------------------- 23 7 31 3Fall, rise, fall -3 2 I
Fall, rise, fall, rise - ------------- 2 2Fall, rise, fall, rise, fall --- ----------

All sequences -- ---------- 69

Rising at beginning-11
Falling at beginning -58
Rising at end -33
Falling at end - -- ---------------------- 36

69 77

23 66
46 11
53 42
16 35

The contrary movement of production on the one hand, and hours
per unit and labor cost on the other, was therefore much more con-
spicuous at the beginning than at the end of upswings or downswings
in production.

Changes can be studied in a more systematic and progressive man-
ner by dividing each upswing or downswing into a standard number
of stages regardless of its length. We define the initial, previously
described, 3-month trough period of an expansion as stage I, the
next peak period as V, and the terminal trough period of a con-
traction as stage IX. We divide the months between the actual
trough month and the next peak and likewise those between each
peak and the next trough into three periods, equally long if possible;
if necessary we make the middle stage a month longer or shorter than
the others. This procedure gives us stages II, III, and IV of an ex-
pansion or VI, VII, and VIII of a contraction. We strike an aver-
age of, say, man-hours per unit for all the groups included in a stage.
In effect, we break each expansion into four successive segments, the
first running from I to II, the second from II to III, and so forth;
and we likewise break each contraction into four segments. The
method is illustrated for one cycle of cement production in table 3.
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The figures for man-hours per barrel on each line of the last column
is an average for the months indicated on the same line in preceding
columns. (This is one of the industries in which we use "natural
physical units rather than index numbers.)

Sometimes an expansion is too short for this procedure; the first and
last stage would include almost all the months. In such cases, we re-
strict stages I and V or V and IX to a single month, the actual peak
or trough month. Even so, 1 of our 69 expansions and 2 of our
77 contractions are too short for the application of this method.

TABLE 3.-Division of 1938-44 cycle in production of cement into stages (initial
trough in production, February 1938; peak, April 1942; terminal trough, May
1944)

Months included
Stage MonthsIncluded _Number of Man-hours

months per barrel
1st Last

I- January 1938.--- March 1938 3 0. 447
II March 1938 - Juno 1939 - 16 .396
III July 1939 - November 1940. 17 .375
IV --------------------- December 1940-- March 1942 ... 16 .363
V March 1942 - May 1942 -3 .365
Vi ---------- --- May 1942- December 1942.. 8 .370
VII -------------- January 1943 August 1943 8 .427
VIII -- ------- ------ September 1943.1 April 1944- 8 .526
IX -April 1944 - June 1944 --- 3 .538

In the remaining 68 expansions and 75 contractions, we can now find
out how frequent rises and falls in hours per unit were in the various
segments. In table 3, for example, man-hours per barrel was 0.447 in
I but only 0.396 in II; we therefore count the 1938-42 expansion in
cement as one of the expansions in which hours per unit fell from I to
II. All in all, this happened in 60 of our 68 expansions, or 88 percent
of them. Similar percentages for all pairs of stages appear in table 4.
We have computed stage averages and percentages for labor cost in
exactly the same way; the percentages also are shown in the table.

Declines in hours per unit became less and less frequent in expan--
sions. The percentage fell from 88 percent in the first segment to 85
in the second, 74 in the third, and 66 in the fourth. In contractions,
the characteristic initial rises likewise became less frequent; the suc-
cessive percentages are 72, 64, 60, 49. In the case of hours per unit,
however, this does not mean that the characteristic change for the
phase as a whole was actually reversed in the last segment. True, the
percentage of rises is a trifle below 50; but the percentage of declines
is only 45; in addition there were a few instances of no change.

Declines in labor cost likewise became less and less frequent from
segment to segment of expansions. In fact, rises outnumbered de-
clines in the third, and even more strongly in the fourth segment. In
contractions, the progression was less regular, as the percentage of
rises did not turn down until the third segment; but declines were
considerably more common in the fourth than in the first.
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TABrLE 4.-Man-hour8 and labor cost per unit of product frequency of rises and
falls from stage to stage of production cycles

Percentage of expansions and contractions in production
in which-

From stage To stage Man-hours per unit- Cost per unit-

Rose Did not Fell Rose Did not Fell
change change

I- II -9 3 88 16 0 84-III ------- - 13 2 85 38 0 62III -IV -25 1 74 54 0 46IV- V -34 0 66 71 1 28V -VI -72 0 28 79 0 21VI -VII -64 0 36 84 1 15VII -VIII -60 3 37 81 2 17VIII -IX ------------ 49 6 45 63 1 36

PRODUCTION CYCLES VERSUS BUSINESS CYCLES

Everyone recognizes nowadays that there are broad upswings and
downswings, that is, cycles, in economic activity at large. To go
back no farther, there was a general contraction in 1953-54, followed
by an upswing that now appears to have ended in 1957. At the
moment of writing, we are in another downswing, although just how
far along in it we do not yet know.

But production in a single industry often follows a different course
from that of general business activity. A particular kind of output
frequently declines during at least part of a business expansion and
rises during at least part of a business contraction. From some points
of view, it may be more interesting to compare the changes in hours
per unit or labor cost between turning points in aggregate business
rather than between turning points in each industry's own produc-
tion. The National Bureau has worked out a chronology of turning
points, and therefore cycles, in business at large, which we may use

.for this purpose. This means that from here on we no longer com-
pare man-hours per barrel of cement around February 1938 with man-
hours per barrel around April 1942 (see table 3); instead, for example,
we compare man-hours per barrel around May 1938 with man-hours
per barrel around February 1945; these dates are the trough and
peak of a business expansion.'

We have hours per unit and labor cost data for these 2 dates in
10 industries, giving us 10 observations in that business phase. In
one business expansion or another and one industry or another, we have
51 observations altogether. We have 61 observations for business
contractions. The expansions represented are 1933-37, 1938-45,
1945-48, and 1949-53. The contractions are 1937-38, 1945-45, 1948-49,
and 1953-54.

FALLING MAN-HOURS PER UNIT MORE COMMON IN BUSINESS EXPANSIONS
THAN IN BUSINESS CONTRACTIONS

In 39 of the 51 observations for business expansions, or 76 percent,
there was a net decline in hours per unit from the business trough

1 The 1938 date has been revised to June; but to keep our work consistent with otherstudies we use the old date. The effect on our conclusions is negligible.
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to the business peak. In this respect, business expansions resembled
production expansions. But in 41 percent of the 61 observations for
business contractions or 67 percent, we also find a net decline in hours
per unit. In production contractions, on the contrary, there was a
majority of rises. The only distinction we can make between business
expansions and business contractions is that declines in hours per
unit are even more frequent in the former than in the latter.

The explanation of the difference between downswings in business
and downswings in production is similar to one we have already
discussed in other connection. When an industry's contractions fail
to coincide with those in business, declines in production measured
between business dates are smaller percentagewise than declines meas-
ured between production dates. Any adverse effect of diminishing
volume is correspondingly minimized, while the contrary effect of
any technological improvements is not correspondingly minimized.
Consequently, an industry may have a less efficient labor-to-product
ratio at the trough than at the preceding peak in its production, and
still have a more efficient ratio at a business trough than at the pre-
ceding business peak.

LABOR COST RISES AND FALLS WITH BUSINESS

In the case of labor cost there is a much more striking difference
than in the case of hours per unit. In 41, or 80 percent, of our 51
observations for business upswings, labor cost increased. In 35, or
57 percent, of our 61 observations for business downswings, labor
cost diminished. In other words, cost appears to be positively related
to the level of business activity, whereas it is inversely related to
the level of production in the several industries.

In the case of upswings, the explanation is connected with the fact
that the production expansions were on the average a good deal shorter
than the business expansions. At the be-kning of the 1933-37 busi-
ness expansion the recovery from the ban ing holiday, and the immi-
nence of the blue eagle and NRA, seem to have stimulated a vigorous
wave of buying and production. For many industries the rise proved
to be temporary, although a good number had a second upswing after
an intervening decline in production. In the 1938-45 business up-
swing, the construction phase of the war effort reached a comparatively
early climax. This meant an early downswing for industries heavily
dependent on construction. Manpower shortages apparently caused
such a decline in others. In the 1949-53 business expansion, the
Korean crisis caused a tremendous upswing in demand from consumers
and from business itself; but as inventories accumulated this receded
and presently restrictions on materials also limited production in some
industries. Consequently there were a number of contractions in
production, more or less in the middle of the business upswing, often
followed by renewed rises in output during its later stretches. The
difference in length is important because the cumulative effect of rising
average hourly earnings on cost is greater over the longer periods; in
many cases it preponderated over whatever net rise in the scale of
production occurred over the same periods.

In business contractions, as already noted, technological progress
tends to predominate over diminishing volume, bringing about a net
fall in hours per unit, while average hourly earnings do not rise as
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vigorously as in business expansions, if they rise at all. The net result
was the rather narrow majority of declines in labor cost.

FALLING MAN-nouns PER UNIT MOST FREQUENT IN EARLY BUSINESS
EXPANSION AND LATE BUSINESS CONTRACTION

Business cycles, like those in production, can be divided into stages
on the plan previously described. The 3-month periods in the vicinity
of business troughs and peaks become stages I, V, or IX. Intermedi-
ate months in a business expansion are grouped into stages II, III,
and IV, those in a business contraction into VI, VII, and VIII. We
can compute averages of hours per unit or cost for each of these for
any industries for which we have data covering a business phase. In
that phase the stages will refer to the same time periods for all indus-
tries. In each phase, we get a number of observations of change
between each pair of stages equal to the number of industries. In all
four of the business expansions covered, in one industry or another,
we get the same number of observations for each pair of stages as for
net change over the phase, namely 51. Similarly, we have 61 obser-
vations for each pair of contraction stages.

As in production expansions, declines in man-hours per unit are
very common in the first segment of business expansion and become
less numerous thereafter (table 5). There is a slight increase in fre-
quency, however, in the last segment. In contractions of business, as
in production contractions, declines in hours per unit are compara-
tively infrequent in the first segment but become more and more fre-
quent thereafter. In our data, they outnumber rises in the last three
segments.

DECLINES IN LABOR COST SOMEWHAT SIMILARLY DISTRIBUTED

The frequency of rises in labor cost does not increase at all consis-
tently from segment to segment (table 5). They were most numerous
in the second segment, next most common in the fourth. The pattern
is largely influenced by the peculiar history of average hourly earn-
ings in the 1933-37 expansion. The blue eagle and NRA brought
widespread increases in hourly pay; these tended to raise labor cost
between II and III. Another round of sharp increases in wage rates
tended to boost cost between IV and V. Taking all the observations
for all four expansions together, however, the frst segment was the
only one in which declines in cost predominated over rises. The net
declines in labor cost during business contractions were concentrated
in the last two segments; it was only in these that declines exceeded
increases in number.

222



ECONOMIC STABI3ITY AND GROWTH 223

TABLE 5.-Man-hour8 and labor cost per unit of product frequency of rtses and
falls from stage to stage of business cycles

Percentage of observations in which-

From stage To stage Man-hours per unit- Labor cost-

Rose Did not Fell Rose Did not Fell
change change

------------ II---------- 22 2 76 43 0 57
I- III -33 0 67 80 0 14
III -IV -39 0 GI 69 0 31
IV- V -37 0 63 76 0 24
V -VI- 54 2 44 62 2 36
VI -VII ------------ 48 1 51 56 0 44
VII-VIII -30 4 66 28 2 70
VIII -IX -30 0 70 36 0 64

TECHNOLOGICAL PROGRESS MrINIMr[ZES CYCLICAL RISES IN COST

In the foregoing discussion a complicating influence, that of tech-
nological progress, has been mentioned incidentally. It deserves a
more emphatic recognition. Technological improvements tend to re-
duce man-hours per unit not only in expansions but in contractions.
If it were not for such improvements, declines in hours per unit would
not be as frequent as they are in expansions of output, while rises
would be even more frequent than they are in contractions. Even in
an industry that clearly has an inverse relation between hours per unit
and output, technological improvements enable the industry to reduce
hours per unit in some contractions. Technical advances likewise
maximize the frequency of decline in cost and minimize the frequency
of rises in cost. The influence of technology on labor cost reenforces
the usual influence of expanding volume and, mostly, to be sure, at
other times, the influence of declining hourly earnings; it opposes the
usual influence of contracting volume and the influence of rising
hourly earnings.

MEANING AND LIMITATIONS OF THE COST DATA

If we were dealing in each industry with the production of one
homogeneous commodity, changes in total cost (labor, materials, and
overhead) per unit would necessarily be reflected either in propor-
tionate changes in the average price received by the industry or in
altered margins of profit. With a single product, if total cost per
unit rises, and the price does not rise by as great a percentage, the
margin narrows; if price rises by a greater percentage, the margin
widens in spite of the rise in cost. If cost falls, and the price does not
fall in proportion, the margin widens; if price declines by an even
greater percentage, the margin narrows in spite of the fall in cost.

We have presented data for labor cost only. In fact they do not
i all of that, for administrative, general supervisory, and central

office labor is not included. Total cost no doubt often fluctuates by
different percentages than labor cost and may at times move in the
opposite direction.

Even if the data represented total cost, they would still not pertain
in any instance, except perhaps cement, to an industry with a vir-
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tually homogeneous product. Where the product is complex, changes
in total cost, based on the measures of production we are obliged to
use, might understate or overstate the percentage by which prices
would have to be raised or lowered to preserve an initial margin of
profit. If the production of high quality coal rises faster than that
of all coal, for example, the mining companies, without changing the
price of any quality, will collect more revenue per ton of all coal, and
hence if cost per ton rises, prices will not have to rise in proportion,
and yet the original margin could be preserved. In more serious
cases we try to minimize the difficulty by using composite indexes of
output. But while those indexes are based in principle on value at
constant prices, they do not pretend to reflect the full complexity of
pricing. An extremely detailed measure of production, completely
reflecting that complexity, might rise or fall from time to time by a
greater percentage than the available index. Use of the latter would
at such times overstate or understate the size of the adjustment in
prices needed to preserve the initial margin.



TRENDS IN PRODUCT PRICES, FACTOR PRICES, AND
PRODUCTIVITY

John W. Kendrick, The George Washington University and National
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This paper is based on estimates of product prices, factor prices,
and productivity in the private domestic economy for selected years
of high-level economic activity since 1919. The estimates make pos-
sible an analytic description of the trends and interrelationships of
these variables and of related variables such as the real income per
unit of factor input in comparison with productivity, and the chang-
in factor shares of the national income as a result of divergent price
and quantity movements of labor and capital inputs.

The interrelationships described by the time series are based on
identities, and by themselves do not reveal the mechanism by which
prices change. They do provide part of the background required
for analysis of the mechanism, and some interpretation is given in the
)aper, but this study is intended primarily to provide one of the
key pieces of the mosaic to be built up by all the contributions to
these hearings.

The estimates on which the analysis is based were repared by the
author in connection with a study for the National Bureau of Eco-
nomic Research of productivity trends in the United States since
the late 19th century. The sources of the estimates will be described
in detail in the National Bureau study; a very brief description is
appended to this paper. The bulk of the paper is drawn from a
preliminary draft of one of the chapters in the Bureau study, but
the draft has not yet been reviewed by the board of directors of the
National Bureau, and the author assumes full responsibility for the
estimates and his interpretation of their meaning presented here.

TE1E TOTAL FACTOR PRODUCTIVITY CONCEPT AND MTEASURE

Since the measures of real product and of real factor inputs are
basic to the subsequent analysis, and since the concept of "total factor
productivity" differs from the more usual "output per man-hour" par-
tial productivity measure, a few words as to underlying concepts and
methods are in order.

Total factor productivity is defined as the ratio of the physical
volume of final output to the physical volume of labor and capital
inputs, the units of the various types of output and of input weighted
together by their base period unit values. Labor input is measured
in terms of the man-hours worked in the various industry groupings,
weighted together by base period average hourly earnings. Capital
input is assumed to move proportionately with the constant dollar
value of the net stock of real capital available for use (land, inven-
tories, and plant and equipment net of depreciation) ; indexes of real
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net capital stock in various industry groupings are combined by base-
period capital compensation in each. Total factor productivity dif-
fers from the conventional "output per man-hour" measures in two
respects: (1) Since man-hours employed in each of about 40 industry
groups are weighted by base-period average hourly labor compensa-
tion, shifts in relative man-hours employed from lower-to-higher-
paying industry groups result in a greater relative increase in the
weighted "labor input" series than in unweighted man-hours, but do
not influence the aggregate productivity measure which is in effect
a weighted average of productivity indexes of the component indus-
tries; (2) since capital input is counted in the input denominator
along with labor input, increases in output per unit of labor input that
result from substitution of capital for labor do not show up as changes
in productive efficiency; only if final output increases in relation to
both corresponding factor inputs can we say that there has been a net
saving of inputs or cost elements, and thus an increase in productivity.'

To illustrate the difference in movement of the several conceptually
different productivity ratios, as well as to provide background for the
later analysis, consider the following average annual percentage rates
of change for the period 1919-53. This period is used since the trend
rate of increase in total factor productivity in the private domestic
economy has been significantly higher than it was in the decades pre-
ceding World War I. The average annual rate of increase in real
product per man-hour was approximately 2.5 percent, compared with
a 2.3 percent rate of increase in real product per unit of labor input
(weighted man-hours); the 0.2 percentage point difference represents
the effect on labor input of shifts from lower-paying to higher-paying
industries. The difference between the 2.3 -and 2.1 percent average
annual rates of increase in real product per unit of labor input and in
total factor productivity, respectively, reflects the net effect of sub-
stitution of capital for labor over the period.

PRODUCTIVITY AND THE PRICES OF PRODUCTS AND FACTORSI The general level of prices of the final goods and services produced
by the economy must increase to a lesser extent than the average prices
of the productive factors (or decline more) in proportion to advances
in factor productivity. Increasing productivity means that the quan-
tity of inputs used per unit of output declines, and this decline in unit
factor requirements provides an offset against rising factor prices in
like degree. Productivity gains thus act as a cushion whereby rising
factor prices are reflected to a lesser extent in final product prices; or if
factor prices decline, productivity advances are associated with a
proportionally greater decline in product prices.

The relationship among the three variables may be stated precisely
if the terms are appropriately defined. Factor price is the weighted
unit compensation of the factor services, obtained by dividing na-
tional income (which is the sum of factor cost or compensation) by
the sum of real labor and capital inputs (see table 1). The average
unit compensation of labor is the compensation per man-hour in the
various industries combined by variable man-hour weights. The

X For further discussion of concept, see John W. Kendrick, Productivity Trends: Capital
and Labor, Occasional Paper No. 53 (National Bureau of Economic Research, 1956).
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average unit compensation of capital is, in effect, the product of prices
of capital goods and the rate of return on capital (including profit)
in the several industries, combined by variable capital input weights.
Operationally, the average price of each factor c ass is obtained as a
quotient of the total compensation of each divided by the correspond-
ing aggregate real input measure (see table 2a).

TABLE 1.-Private domestic economy-Factor prices, product prices, and
productivity

Net domestic prod- Average price
uct at factor cost Factor

______ _____ _____ Factor produc-
input tivity
1929 index Factors Products

Current 1929 dollars' (2)+(3) Index index
dollars dollars (1)+(3) (1)+(2)=

(5)+(4)

(1) (2) (3) (4) (5) (6)

A. Millions of dollars and index numbers, 1929=100

1919 - .- -60, 848 50,711 70, 207 80.8 86.7 107.3
1929 -82,869 82, 669 82,669 100. 0 100.0
1937 -66, 433 84,157 73,720 114.2 90.1 78.9
1948 -- -------------- - - - 203,191 135, 991 92, 827 146.5 218.9 149. 4
1953- 268,946 168,562 102, 739 164.1 261.8 159.5

B. Link relatives

1929/19 - 135.9 145.8 117.8 123.8 115.3 93. 2
1937/29 -80.4 101.8 89. 2 114.2 90.1 78.9
1948/37 -305.9 161.6 125.9 128.3 243.0 187.4
1953/48 -132.4 124.0 110.7 112.0 119.6 106.8
1953/19 -442.0 297.2 146.3 203. 1 302.0 148.6

C. Average annual rates of change (percentages)

1929/19 - _3.1 3.8 1.7 2.2 1.4 -0.7
1937/29 -- 2.7 .2 -1.4 1.7 -1.3 -2.9
1948/37 -10.7 4.5 2.1 2.3 8.4 6.0

114198-5.6 4.4 2.1 2.3 3.6 1.3
1913/19 ------------------- 4.5 3.3 Li1 2.1 3.3 1.2

i Factor input here is derived as the sum of labor and capital inputs in absolute terms. It differs
slightly from an index which represents a variable weighted average of indexes of labor and capital inputs.

NonE.-Table may not be internally consistent due to rounding. Indicated derivations apply to sec. C
only if 100 percentlis added to the percentage rates of change.

TABLE 2a.-Private domestic economy-Average factor prices: Labor and capital

[Milions of dollars and Index numbers, 1929=100j

Labor cost Average Capital cost Average
______ ______ ______ price of __ _ _ __ _ _ __ _ _ price of

labor capital
Current 1929 index Current 1929 index
dollars dollars (I)-. (2) dollars dollars (4)+ (5)

(1) (2) (3) (4) (5) (6)

1919 -43,814 51,802 84.6 17,034 18,405 92. 6
1129--------------------- 59, 749 59,749 100.0 22,920 22,920 100.0
1937 --- -52-47o90 52, 221 100.4 14,033 21.499 65.3
1948- 154, 769 66,859 231. 5 48, 422 25,968 186.5
1953-213,141 70, 743 301.3 55,801 31,996 174.4

In order to obtain an index of final product prices consistent with
the factor price measure, it is necessary to comnpute the quotient of net
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private domestic product at factor cost in current prices and in con-
stant prices. As a "net" measure, the implicit price deflator accords
a smaller weight to the prices of capital goods than would price de-
flators of gross product, since capital outlays required to offset capital
consumption are excluded. As a measure of the average prices of
national product "at factor cost," the effect of indirect business taxes
on market price is eliminated. In practice, it is obtained by dividing
national income by real net product at factor cost. The latter variable
is gotten by extrapolating base-period income by the index of real
net product, since the deflated net product at factor cost should show
virtually the same movement as deflated net product at market price.2

Now, net national product at factor cost equals national income
(Y); when divided by real product as defined (0), a measure of
average product price is obtained (Po); when divided by an index
of real factor input (I), a measure of average factor price is obtained
(PT). The following equation demonstrates that average product
price is the quotient of average factor price and productivity
(T = O/I);

Y Y 0
O=I +7 Ior, Po=PI/T

In table 1, the values of these variables have been entered for key
years beginning with 1919. Over the period 1919-53, factor price has
risen at an average rate of 3.3 percent a year, productivity by 2.1
percent, and the product price level by 1.2 percent. Thus, productiv-
ity advance has mitigated the effect of increasing money demand on
factor price by approximately two-thirds.

The importance of the cushion provided by productivity against
the impact of inflation may be realized more vividly in terms of the
aggregate percent changes over the 34 years. If productivity had not
grown at all, and all other things had been the same, prices would have
tripled-which is what happened to factor price. But actually, pro-
ductivity doubled, which reduced the price increase to 50 percent.

These changes were the net result of divergent tendencies over the
several subperiods. In the first decade shown in the table, 1919-29,
product prices actually dropped somewhat, despite a 15-percent rise in
factor price, as a consequence of the accelerated rate of productivity
advance that set in around the end of World War I. Between 1929
and 1937, in the absence of full recovery from the great depression,
factor price was 10 percent lower in 1937 than in 1929, but product
price was more than 20 percent lower due to the continued, although

2 Cf. John W. Kendrick, The Estimation of Real National Product, Studies in Income and Wealth,vol. 22, N. B. E. R. The implicit price deflators for the net product at factor cost and at market prices
do not diverge substantially over the period, as shown below:

Implicit price deflators for net private domestic product

[Index numbers, 1929=l00]

At market At factor Ratio
price cost (1)+(2)

1919 ----------------------------------- 108. 3 107.3 100.91929 ------------------- 100.0 100.0 100. 0
1937 --------------------------------------- ~ ~ ~ 82.2 78.9 104. 219 -------------- 144.3 149.4 96.61I53---------- -------------- --------------- -------------- 159.1 159.5 99.7
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somewhat retarded, advance in productivity. With the wartime and
postwar inflationary pressures, unit factor price in 1953 stood almost
3 times higher than the 1937 level, while the product price level had
doubled. Continued strong productivity gains had cushioned the
effect on prices of monetary inflation, which was accentuated by con-
tinuous rounds of wage increases in the postwar period. But it is
clear that the magic of technological advance alone cannot prevent
significant price rises in the face of major inflationary pressures.

At least the 1.3 percent average annual rate of increase in product
prices 1948-53 is far lower than the 6 percent rate over the preceding
decade. The 1.3 percent rate is close to the long-term rate, and more
recent figures indicate that approximately the same rate prevailed
from 1953 to 1956. The rate would have been lower in the last 3 years
except for an apparent slowing of productivity advance. On the other
hand, the rate of advance in factor prices also slowed-a condition not
likely to prevail indefinitely for reasons we shall go into in the next
section which deals with the individual factor prices.

RELATIVE CHANGES IN FACTOR PRICES

The index of total factor prices is a composite of the prices of the
various component types of factors. Each individual factor price
may have changed by more or less than the weighted average of all.
Average hourly labor compensation has changed in somewhat dif-
ferent proportions in the various occupational or industry groupings;
and unit capital compensation has varied among the several industries.
But the interindustry structures of wage rates and of unit capital
compensation have been relatively stable over time in contrast to the
marked difference in movement between the prices of the two major
f actor classes, labor and capital.

Between 1919 and 1953, average hourly labor compensation in-
creased at an average annual rate of 3.8 percent a year-almost double
the 1.9 percent average increase in the price of capital. Over the 3
years, these average rates of increase were associated with a 256 per-
cent increase in labor rates compared with an 88 percent rise in unit
capital compensation. Reflecting the heavier weight of unit labor
compensation, total factor compensation per unit rose by 200 percent
over the period, which reduces to the average annual gain of 3.3
percent.

It will be noted that the 1.9 percent average annual increase in the
price of capital was somewhat higher than the rate of increase in aver-
age product prices generally. Since there was little trend in the rate
of return on capital, the explanation lies primarily in a somewhat
faster rise in the prices of capital goods, as measured, than in the prices
of other final products. Insofar as the quality of capital goods in-
creased more than the quality of other goods, the differential price
movement is overstated but cannot be quantitatively adjusted for.

During the first decade 1919-29, total factor price rose by 1.4 per-
cent a year-less than half its rate of increase over the whole period.
But the average increase in wage rates of 1.7 percent was twice the
average increase in the price of capital, as was true for the longer
period. Between 1929 and the submerged peak of 1937, wage rates
were barely able to hold their own, while the price of capital declined

229



ECONOMIC STABILITY AND GROWTH

substantially as a result of the incomplete recovery from the great
depression. The next subperiod, 1937-48, was the only one in which
the rate of increase in the price of capital exceeded that in the price
of labor-10 as compared with 8 percent a year-due both to the low
1937 base and to the postwar shortage of capital still prevailing at the
high 1948 peak. The relationship during this period also reflects the
high degree of monetary inflation accompanying the war and con-
tinuing well into the postwar period.

The relationship between factor prices reversed completely in the
following period. Between 1948 and, 1953, while the rate of increase
in wage rates slowed somewhat to a 5.5 percent annual average, the

~rice of capital actually declined. Here, it would seem inflationary
pressure tended to originate on the labor cost side, with mild re-
straint on the part of the monetary authorities in the latter half of
the period resulting in some squeeze on profits. Rough estimates for
the period 1953-56 point to a continuation of the same basic situa-
tion. Wage rates rose by more than 4 percent a year on average,
while a further squeezing of the rate of return on capital more than
offset small increases in the price of capital goods and produced a 2
percent average annual decline in the price of capital.

Despite the decline in the rate of return on capital in the postwar
period, the return was still sufficient to induce a volume of new invest-
ment consistent with relatively full employment. But it is obvious
that the rate of return cannot continuously decline and still produce
sufficient investment demand. Assuming an eventual leveling or
rising rate of return on capital, and the same rates of increase in wage
rates and productivity as have prevailed in the postwar period, the
rate of increase in final product prices would accelerate as unit factor
costs, following the current contractions, rise in greater degree than
in the period 1948-57.
Forces behind relative factor price changes

Whatever the rise in unit factor costs, it may be expected that wage
rates will rise faster than the price of capital in the future as in the
past. In the past, this relative movement has resulted in the labor
share of productivity gains and of the national income rising. So it
is worth pausing to consider some of the reasons for a relative in-
crease in the price of labor.

The variables determining relative price movements of the factors
are complex, but two major influences stand out-one relating to the
rate of return on capital and the other to the prices of capital goods,
the product of which is the price of capital as we define and measure
it.

With respect to the first influence, the statistics show that net capital
formation has been high enough secularly in this country to result in
a significantly greater increase in real capital stocks and services than
in the labor force and man-hours worked. The law of diminishing
marginal productivity tells us that under these circumstances, and in
the absence of technological advance, the rate of return on capital
would decline both absolutely and in relation to the wage rate. Ac-
tually, technological advance has shifted the factor demand curves
upward so that there has been no pronounced trend in the rate of re-
turn to capital, while real wage rates have risen.
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The second influence relates to the prices of capital goods. In-
creasing productivity in the capital goods industries as in the econ-
omy generally means that capital goods prices fall in relation to wage
rates (increase less), assuming relatively full employment and com-
petitive conditions which tend to cause prices to approximate the cost
of production per unit, and result in labor being paid in accordance
with its (rising) marginal productivity. Since there has been no
corresponding offset in a rising rate of return on capital over the
long run, the decline in capital goods prices relative to wage rates
is a built-in factor in dynamic economies that promotes the substitu-
tion of capital for labor.

TABLE 2b.-Private domestic economy-Relative factor prices

Relative factor
Price per unit of factor input prices, reciprocal

ratios

Year
Labor to Capital

Labor Capital Total capital to labor
(1)+(2) (2)+(1)

(1) (2) (3) (4) (5)

A. Index numbers, 1929=100

1919 -84.6 92.6 86.7 91.4 109.4
1929 ----------- 100.0 1000 10. 100. 0 100.0
1937 -100.4 65. 3 90.1 153.8 65.0
1948 -231.5 186.5 218.9 124.1 80.6
1953- 301.3 174.4 261.8 172.8 67.9

B. Link relatives

1929/19 -118.2 108.0 115.3 109.4 91.4
1937/29 -100. 4 65.3 90. 1 153.8 65.0
1948/37 -230. 6 285.6 243. 0 80. 7 124.0
1953/48 -130.2 93. 5 119.6 139.2 71.8
1953/19 --------------- 356.1 188.3 302.0 189.1 52.9

C. Average annual rates of change (percentages)

1929/19 -1.7 0.8 1.4 0.9 -0.9
1937/29_.- .1 -5.2 -1.3 5.5 -. 2
1948/37 -7.9 10.0 8.4 -1. 9 2.0
1953/48 ---.----------- 5.4 -1.3 3. 6 6.8 -6.4
1953/19 -3.8 1.9 3.3 1.9 -1t9

NoTE.-Table may not be internally consistent due to rounding. The quotients In cols. (4) and (5)of
part C are derived as indicated only when 100.0 percent is added to the average annual rates of change.:
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TABLFI 3.-Private domestio economy-Factor shares of national income in
current and constant dollar8

Percent dlstribu- Percent distribu-
tion of real factor Relative factor tion of national
cost In 1929 prices prices 1 (1929=100) income In current

prices
Y ear_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

Labor Capital Labor Capital Labor Capital
(1)X(3) (2)X(4)

(1) (2) (3) (4) (5) (6)

1919 ---------- 73.8 26.2 97.6 106.8 72.0 28.0
1929 -72.3 27.7 100.0 100.0 72.3 27.7
1937 -70.8 29.2 111.4 72.1 78.9 21.1
1948 -- ----------------------------- 72.0 28.0 105.8 85.2 76.2 23.8
1953 -68.9 31.1 115.1 66.6 79.3 20. 7

I Index of ratios of individual factor prices to total factor price (see table 2b).
NOTE.-Table may not be Internally consistent due to rounding.

On the demand side, it is conceivable that inventions might be suffi-
ciently labor saving (that is, require increasing quantities of capital
relative to labor, given constant relative factor prices) to cause the
demand for capital to increase more rapidly than the demand for labor.
But if this has been the case (as distinguished from the substitution
of capital for labor as a result of changing relative factor prices),
it has not been a strong enough tendency to offset the effect on relative
price of the greater increases in the supply of capital than of labor-
since the estimates show that wage rates have consistently risen rela-
tive to the price of capital in all periods when capital per unit of labor
was rising.
Factor shares in 'national Income

The national income accruing to each factor is the product of the
quantity employed and its price (unit cost). Aggregate national
income is the sum of the compensations of all the factors. Thus, the
share of each factor in total national income will vary in accordance
with the net effect of changes in the quantity of the factor employed
relative to total input, and the price of the factor relative to average
factor price.

It was apparent in table 2b that the input of capital rose substan-
tially relative to labor input between 1919 and 1953, and in all sub-
periods except 1937-48. The ratio of capital to labor input went up
by 27 percent over the whole period. As a ratio to total factor input,
the increase was only 7 percent-since the marginal rate of substitu-
tion of capital for labor was more than 3: 1 based on the average
weights accorded the two factors over the period. The ratios of the
input of each factor to total factor input is shown in the first two col-
umns of table 3. From 1919 to 1953, the ratio of labor to total factor
input declined from 74 to 69 percent.

But the decline in relative labor input was associated with a more
than proportional increase in the price of labor services relative to total
factor price. The 18 percent increase in this ratio (derived from the
data of table 2 and shown in the third and fourth columns of table
3), is less than the 89 percent increase in the ratio of the price of labor
to that of capital alone, again because of the much higher weight of
labor.
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Only in the subperiod 1937-48 did the relative price of labor decline.
But in all subperiods, the relative prices and relative inputs of the
two factors moved inversely. It is clear that it was through relative
price movements that the different rates of supply of the two factors
were absorbed into the productive system. That is, cost economies were
achieved by producers in substituting the factor that was becoming
relatively cheaper for the one that was growing dearer as a result of
changing relative supplies. Over the period as a whole, the ratio
of the percent change in relative factor prices to the percentage
change in relative factor inputs was -0.24. The coefficient of substi-
tution varied considerably among the subperiods, however.

The last two columns of table 3 show the net effect on income shares
of the inverse movement of relative factor inputs and prices. Since
the decline in the relative input of labor was significantly smaller than
the increase in relative labor price, the share of labor increased from
71 percent in 1919 to 79 percent in 1953. The same percentages may
be calculated directly from table 2. Only in subperiod 1937-48 did
labor's share in the national income temporarily decline due to the
peculiar circumstances described earlier. This implies that in all
subperiods except 1937-48, and over the long period, labor received a
significantly larger share of the productivity increment to real income
(product) than its share of total income at the beginning of each
period.

RELATIVE CHANGES IN REAL FACTOR CO3rrENSATION PER UNIT

Once the prices of the factors have been calculated, it is easy to
compute the real earnings per unit of each of the factor inputs. This
involves dividing the factor prices (i. e., the current dollar compen-
sation per unit) by an index of the prices of products for which factor
incomes are spent, directly or indirectly. For that index, we use the
implicit price deflator for the net domestic product at factor cost.
This index is composed of the prices of new capital goods and goods
purchased by Government, as well as consumer goods, although con-
sumer goods have by far the largest weight.

It could be argued that labor income is distributed in a somewhat
different way among these types of goods (i. e., as among spending,
saving, and taxes) than is the income accruing to capital, and that
to measure the purchasing power of the different types of unit com-
pensation different price indexes should be employed with weights
based on the patterns of spending out of each type of income. But
both types of income are used for all the major types of final product,
and it is statistically impossible to relate patterns of spending to type
of factor income since most spending units do not receive a pure form
of either. In any case, the results using a different deflator would
not differ substantially. Over the long period 1919-53, the consumers'
price index increased by only a few percent less than our deflator.3

The results of deflating current dollar unit factor compensation by
product price is shown in table 4a in index number form. Since
average hourly earnings had increased substantially more than aver-
age compensation per unit of capita], it follows that the real increase
in the former would also be greater. But price deflation accentuates

o Conceptually, a market price index would be preferable to our Index at factor cost, but
the differences between the two are minor and our index has the advantage of permitting
precise definition of the relationships between productivity, prices, and unit factor costs.
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the differential movement: between the years 1919 and 1953, real
average labor earnings increased by almost 150 percent, more than
4 times as much as the 35-percent increase in real compensation per
unit of capital.

The gains in real unit compensation of each factor may be com-
pared with the gain in productivity, which is also the gain in real
income per composite unit of factor input. (See table 4b.) The
proportionate gain in real average hourly earnings of labor was one-
fourth greater than the proportionate increase in total factor produc-
tivity over the period (although about equal to the rate of gain in
real product per man-hour). The proportional gain in real unit com-
pensation of capital was only about one-fourth of the total produc-
tivity increase.

The marked difference between the increases in real unit earnings
of the two factors and the productivity increases is explained by the
differential movement in the prices of the two factors. (See table 4b.)
The price of capital fell by around 38 percent relative to composite
unit factor price, and it was this relative decline that caused the real
earnings per unit of capital to rise less than productivity and, con-
versely, made it possible for the real average earnings of labor to rise
substantially more than the proportionate increase in productivity.

TABLE 4a.-Private domestic economy-Real factor income per unit
[Index numbers, 1929=100]

Current income per unit Real income per unit
(factor price) Average

product

Labor Capital price Labr Capital
(1)+(3) (2)+(3)

(1) (2) (3) (4) (5)

1919---------------- 84.6 92. 6 107. 3 78.8 ~ 86.3
1929 -100. 0 100.0 100.0 100 0 100.0
1937 -100.4 65.3 78.9 127.2 82. 8
1948 --------------------------- 231. 5 186.5 149.4 155.0 124.8
1953 -_ 301. 3 174.4 159.5 188.9 109.3
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TABLE 4b.-Private domestic economy-Productivity and reaZ factor income
per unit

Relative factor Real income per
prices unit

Year tiyProduc-
Labor Capital Labor Capital

(I)X(2) (1)X(3)

(1) (2) (3) (4) (5)

A. Index number, 1929=100

1919 -80.8 97.6 106.8 78.8 86.3
1929 -100.0 100. 0 100. 0 100. 0 100.0
1937 -114. 2 111.4 72.5 127. 2 82.8
1948 -146.1 105.8 85.2 155.0 124.8
1953 -14.1 11S.1 66.6 188.9 109.3

B. Link relatives

1929/19 - -123.8 102. 5 93.6 12.9 111.9
1937/29------------------------ 114.2 11. 25 127.2 82.8
1948/37 - -128. 3 95.0 117. 5 121. 9 150. 7
19.I3/48 - -112.0 108.8 78.2 121.9 87.6
1953/19- 203.1 117.9 62.4 239.7 126.7

C. Average annual rates of change (percentages)

1929/19 -2.2 0.2 -0.7 2.4 1.S
1937/29 -1. 7 1.4 3.9 3.81 2.3
1948/37 -2.3 -. 5 1.5 1. 3.8
1953/48 -2.3 1.7 -4.8 4. 0 -2.6
1953/19 -2.1 .5 -1.4 2.6 .7

NOTE.-Table may not be internally consistent due to rounding.

So long as capital increases more rapidly than labor, input and the
price of capital rises less rapidly than wage rates, it is a pparent that
wage rates can rise somewhat faster than total factor productivity and
still be consistent with a stable product price level. Beyond a point,
however, increases in wage rates are associated with price inflation,
if the monetary authorities accommodate the rise of unit costs. This
historical survey indicates, at least roughly, where that point lies.

TECHNICAL NOTE

The estimates of real private product since 1929 are those published
by the United States Department of Commerce (National Income,
1954 edition, a supplement to the Survey of Current Business, as re-
vised) carried back to 1919 by estimates of the common components by
Prof. Simon Kuznets supplemented by our own estimates of Govern-
ment purchases of goods and services from private industry, based on
Treasury Department and Census Bureau data for Federal and for
State and local purchases, respectively.
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The nonfarm employment estimates from 1929 forward are also
.those published by the Commerce Department inclusive or proprietors,
supplemented to include unpaid family workers as estimated by the
Census Bureau. The estimates of farm employment, including unpaid
family workers, are those of the Department of Agriculture back to
1919. Nonfarm employment was extrapolated from 1929 to 1919 by
estimates based largely on Census Bureau sources, and contained for
the most part in various studies of output, employment, and labor
force published by the National Bureau of Economic Research. The
estimates of average hours worked per week in private nonfarm in-
dustries needed in conjunction with employment to estimate man-
hours worked, are largely those of the Department of Labor and the
Census Bureau. Farm man-hour estimates of the Department of
Agriculture were used with a level adjustment. In establishing levels
for some of the nonfarm industries in the early part of the period, use
was also made of estimates for the years 1920-22 based on sample
surveys by W. I. King for the National Bureau of Economic Research.

The estimates of real net capital stocks in the private nonfarm, non-
residential sector are largely those prepared by Raymond Goldsmith
and published in A Study of Saving in the United States, volume 3
(Princeton University Press, 1955), subsequently revised and extended
since 1945 by Mr. Goldsmith. The estimates of real farm capital are
chiefly those prepared by Alvin S. Tostlebe, Capital in Agriculture:
Its Formation and Financing Since 1870 (Princeton University Press
for the National Bureau of Economic Research, 1957). Estimates of
the real net stock of nonfarm residential real estate are based on those
contained in the volume by Leo Grebler, David M. Blank and Louis
Winnick, Capital Formation in Residential Real Estate (Princeton
University Press for the NBER, 1956).

The national income estimates, used both as a basis for weighting
the factor inputs by type and by industry, and for computation of
the compensation per unit of factor input by type, are those pub-
lished by the Department of Commerce since 1929. They were ex-
tended back to 1919 largely by the estimates of Professor Kuznets,
National Income and Its Composition, 1919-38, adjusted for con-
sistency with our employment estimates. The net income of proprie-
tors was separated into labor and capital components by imputing the
average annual compensation of employees in each industry group
to the proprietors. The sum of the imputed labor income of pro-
prietors plus wages, salaries, and supplements make up total labor
compensation; the rest of national income equals capital compensa-
tion and comprises interest, net rents, and royalties, and profits. -



IV

INTERRELATIONSHIPS AMONG PRICES, DEMANDS,
AND COSTS
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TV. lnterreZationshipsamong prices,demands,and costs
A. General price movements.

1. Under what circumstances can we expect general
price movements-inflation or deflation-to
originate in an excess of demand over the supply
forthcoming at constant prices? To originate
in changes in unit costs? Can a cost-push price
movement continue to operate in the absence of
an "excess demand situation" ? If so, then for
how long, and under what conditions?

2. Accepting relative price movements as proper and
necessary under a dynamic economy, will a
change in relative prices induce more general
price movements-i. e., are there any individual
products or services so important to the economy
as a whole that changes in their prices are neces-
sarily followed by widespread changes in prices
of other products and services? In other words,
should policies for the control of inflation or de-
flation be substantially concerned with influenc-
ing prices of certain particular goods or services?

3. To what extent do general price-level changes tend
to feed upon themselves, with accelerating or
cumulative movements away from a stabilized
price level?

B. In short-run situations, do movements of prices of some
products and services tend to be determined mainly by
changes in demand while others reflect mainly changes
in unit costs? If this distinction seems useful, what
products and services would you put in each classifica-
tion, and why ?

C. Relationships between prices'and-
1. Aggregate demand.

(a) What are the relationships between the
level of, and changes in, the supply of
money, and the level of, and changes in,
the general average of prices of goods
and services? Of productive factors?

(b) How and to what extent are prices in the
United States affected by developments
in other countries, especially changes
in international prices? Under what
circumstances does this relationship
run in the reverse direction from
changes in the United States to changes
in international prices?

2. Consumer demand.
3. Investment demand.
4. Government demand.
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D. Relationships between prices and costs.
1. The determinants of costs:

(a) How are unit costs affected by the rate of
utilization of plants and equipment
Of labor force? Of other resources?

(b) How are unit costs affected by changes in
the technical efficiency of productive
factors or of the way in which they are
combined?

(c) How are unit costs affected by the size and
scale of enterprises?

(d) How are unit costs affected by changes
in the prices of productive factors?

2. Factors affecting prices of productive resources:
(a) What influences the price of productive

factors: Wages? Profits? Interest?
Rents? etc.

(b) How are changes in demand for goods
and services related to changes in prices
of productive resources?

8. How are unit costs related to prices in the long
run? ]In the short run? What classes of costs
are relevant to the analysis of such cost-price
relationships?
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THE SUPPLY OF MONEY AND CHANGES IN PRICES
AND OUTPUT

Milton Friedman, University of Chicago, National Bureau of
Economic Research, and Center for Advanced Study in the
Behavioral Sciences

This paper deals with two broad issues that have arisen again and
again in connection with movements in the general level of prices.
One issue is the connection between such price movements and
changes in the supply of money. The other is the relation between
price changes and changes in output.

The course of economic history is replete with substantial price
disturbances. Whenever such disturbances have occurred, two differ-
ent explanations have been offered. One, common to all disturb-
ances, is that the-price movements reflect changes in the quantity of
money, though the source of the monetary changes has varied
widely-from clipping of currency to gold discoveries to changes in
the monetary stand ard to the printing of paper money to the creation
or destruction of deposit money by central banks and commercial
banks. The other explanation has been in terms of some special cir-
cumstances of the particular occasion: good or bad harvests; disrup-
tions in international trade; lack of confidence; the activities of
"profiteers" or "monopolists" selling goods or of employers seeking
to hold down wages; the activities of workers or unions pushing
wages up: and so on in great variety. Perhaps the one common core
of such explanations is that they generally attribute the price move-
ments to the (socially) misguided behavior of particular individuals
or groups. My own view is that these alternative explanations play
little or no role in either long range or large movements in prices,
though they may in short and minor movements, except indirectly
as they affect the supply of money. It is clearly impossible to argue
this view in detail within the compass of this paper. My reason for
stating it is to make clear that 1r am putting such explanations to
one side and concentrating instead on the monetary forces at work.

The relation between the supply of money and prices has been ex-
plored so frequently and thoroughly that I can hardly hope to add
much that is new on an analytical level. My reason for dealing with
it nonetheless is twofold: on the one hand, though it is the essence
of the problem of long run and large price movements, it tends to be
pushed to one side and neglected-partly, perhaps, because of the
desire to be novel; on the other hand, extensive empirical work that
is currently underway puts flesh on the analytical skeleton to an extent
that has not heretofore been possible. One of the major aims and
justifications of this paper is to summarize some of the broad findings
on this work.' I shall do so in section 1 for the longer term changes
in money and prices, in section 2, for the shorter term changes.

I These are based partly on the preliminary results of an extensive study by Anna J.
Schwartz and myself under the auspices of the National Bureau of Economic Resenrch on
the secular and cyclical behavior of the stock of money In the United States, partly on a
series of studies done in the workshop In money and banking at the University of Chicago.

The views expressed in this paper are of course my own and are not necessarily those
of the organizations sponsoring these studies or of the other participants in them.
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Discussion of public policy with respect to prices necessarily in-
volves the issue what kind of movements are socially desirable. One
major problem is the relation of price movements to economic growth.
Is a rising price level favorable or unfavorable to rapid growth in
output? No conclusive answer can be given to this question in the
present state of our knowledge. Some analysis and evidence to
justify this assertion are given in section 3.

The final section of this paper presents some implications for
policy that are suggested by the relation between monetary and price
change and between price change and output change.
1. Relation of stock of money to prices over longer periods

There is perhaps no empirical regularity among economic phe-
nomena that is based on so much evidence for so wide a range of cir-
cumstances as the connection between substantial changes in the stock
of money and in the level of prices.2 To the best of my knowledge
there is no instance in which a substantial change in the stock of money
per unit of output has occurred without a substantial change in the
level of prices in the same directions Conversely, I know of no in-
stance in which there has been a substantial change in the level of
prices without a substantial change in the stock of money per unit of
output in the same direction. And instances in which prices and the
stock of money have moved together are recorded for many centuries
of history, for countries in every part of the globe, and for a wide
diversity of monetary arrangements.

There can be little doubt about this statistical connection. The
statistical connection itself, however, tells nothing about direction of
influence, and it is on this question that there has been the most contro-
versy. It could be that a rise or fall in prices, occurring for whatever
reasons, produces a corresponding rise or fall in the stock of money,
so that the monetary changes are a passive consequence. Alternative-
ly, it could be that changes in the stock of money produce changes in
prices in the same direction, so that control of the stock of money
would imply control of prices. The variety of monetary arrange-
ments for which a connection between monetary and price movements
has been observed supports strongly the second interpretation, namely,
that substantial changes in the stock of money are both a necessary
and a sufficient condition for substantial changes in the general level
of prices. But of course this does not exclude a reflex influence of
changes in prices on the stock of money. This reflex influence is often

"2 The stock of money" is not of course an unambiguous concept. There is a wide range
of assets possessing to a greater or lesser degree the qualities of general acceptability and
fixity in nominal value that are the main characteristics of "money." It is somewhat
arbitrary just where the line is drawn which separates "money" from "near-money" or
"securities" or "other financial claims." For most of what follows, the precise line drawn
will not affect the analysis. For the United States at present, I shall treat as "money in
the hands of the public" the sum of "currency outside banks," "demand deposits adjusted,"
and "adjusted time deposits in commercial banks," as these terms are defined in Federal
Reserve monetary statistics. I shall note explicitly any point at which the precise defini-
tion adopted affects the statements made.3

The nearest thing to an exception I know of is German experience from the midthirties
to 1944. See John J. Klein, German Money and Prices, 1932-44, in Milton Friedman (Ed.),
Studies in the Quantity Theory of Money (University of Chicago Press, 1956), pp. 121-159.

The qualification, "per unit of output" is needed only to cover movements spanning
long periods of time, like the long term decline in prices In the late 19th century. For
moderately short periods, even the qualification is unnecessary.
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important, almost always complex, and, depending on the monetary
arrangements, may be in either direction.'

This general evidence is reinforced by much historical evidence of
a more specific character demonstrating that changes in the stock of
money, at least when they are fairly large, can exert an independent
influence on prices. One dramatic example is from the experience of
the Confederacy during the Civil War. In 1864, "after 3 years of
war, after widespread destruction and military reverses, in the face
of impending defeat, a monetary reform that succeeded in reducing
the stock of money halted and reversed for some months a rise in prices
that had been going on at the rate of 10 percent a month most of the
war. It would be hard to construct a better controlled experiment to
demonstrate the critical importance of the supply of money." 5 The
effect of discoveries of precious metals in the New World in the 16th
century and of gold in California and Australia in the 1840's, of the
development of the cyanide process for extracting ore plus gold dis-
coveries in South Africa in the 1890's, and of the printing of money
in various hyperinflations, including our own Revolutionary War
experience and the experience of many countries after World War I
and World War II, are other striking examples of increases in the
stock of money producing increases in prices. The long price decline
in the second half of the 19th century in many parts of the world is a
less dramatic example of a decline in the stock of money per unit of
output producing a decline in prices.6

The relationship between changes in the stock of money and changes
in prices, while close, is not of course precise or mechanically rigid.
Two major factors produce discrepancies: changes in output, and
changes in the amount of money that the public desires to hold relative
to its income.

For the moment, we shall treat output as if it were determined
independently of monetary and price changes, postponing to section 3
the relation between them. This is clearly a simplification that is to
some extent contrary to fact, but certainly for the longer periods and
larger changes that are discussed in this section, the simplification
neither does serious violence to the facts nor leads to any significant
errors in conclusions.

Suppose the stock of money were to remain unchanged for a
period of years but total output over the same period were to double.
Clearly, one would expect prices to fall-other things the same-to
something like half their initial level. The total amount of "work"
for the money stock to do, as it were, is doubled, and the same nomi-
nal quantity of money could perform the "work" only at lower levels
of prices. Roughly speaking, this is what happened in the United
States in the period from the end of the Civil War in 1865 to the
resumption of specie payments in 1879: The stock of money was

4 For example, under a gold standard, a rising level of prices discourages gold produc-
tion and so, after a lag tends to produce a decline in the stock of money. 0n the other
hand, under a fractional reserve banking system, if rising prices lead banks to reduce the
ratio of cash to liabilities, rising prices may tend to produce a rise in the stock of moor y.

Mlton Friedman, The Quantity Theory of Aloney-a Restatement. In Studies in the
Quantity Theory of Money, p. 17. The quotation summarizes one item from a study
by Euzene 'M. Lerner, summarized In his article, Inflation in the Confederacy, 1861-65, in
the same volume, pp. 163-175.0

The decline in the stock of money per unit of output occurred as a result of (1) exhaus-
tion of then-known gold mines; (2) the shift of many countries from a silver to a gold
standard; (3) the rapid increase In output.

23734-5- 17



244 ECONOMIC SW'ARMIL=TY AND GROWTH

roughly the same in 1879 as in 1865-if anything, some 10 percent
higher; output grew very rapidly over the period, probably more
than doubling; and wholesale prices were half their initial level.7
Thus, for price movements, the relevant variable is the stock of money
per unit of output, not simply the global stock of money.

The second major factor that can introduce a discrepancy between
movements in money and in prices is a change in the ratio that the
public desires to maintain between its cash balances and its income 8_

the public including individuals, business enterprises other than banks,
nonprofit institutions, and the like. The number of dollars an indi-
vidual wants to keep in cash depends of course on the price level-at
twice the price level he will want to hold something like twice the
number of dollars-and on his income-the higher his income presum-
ably the larger cash balances he will want to hold. But the price level
is what we are trying to explain, and we have already taken account of
the effect of changes in output. This is why we express this factor
in terms of the ratio that the public desires to maintain between its
cash balances and its income, rather than in terms of the number of
dollars it desires to hold.

Broadly speaking, the public as a whole cannot by itself affect the
total number of dollars available to be held-this is determined pri-
marily by the monetary institutions. To each individual separately,
it appears that he can do so; in fact an individual can reduce or in-
crease his cash balance in general only through another individual's
increasing or reducing his. If individuals as a whole, for example,
try to reduce the number of dollars they hold, they cannot as an ag-
gregate do so. In trying to do so, however, they will raise the flow
of expenditures and hence of money income and in this way will re-
duce the ratio of their cash balances to their income; since prices will
tend to rise in the process, they will thereby reduce the real value of
their cash balances, that is, the quantity of goods and services that
the cash balances will command; and this process will continue until
this ratio or this real value is in accord with their desires.

A wide range of empirical evidence suggests that the ratio which
people desire to maintain between their cash balances and their in-
come is relatively stable over fairly long periods of time aside from
the effect of two major factors: (1) The level of real income per capita,
or perhaps of real wealth per capita; (2) the cost of holding money.9

(1) Apparently, the holding of cash balances is regarded as a
"luxury," like education and recreation. The amount of money the
public desires to hold not only goes up as its real income rises but goes
up more than in proportion. Judged by evidence for the last 75 years
in the United States, a 1 percent rise in real income per capita tends
to be accompanied by nearly a 2 percent increase in the real amount
of money held and thus by nearly a 1 percent increase in the ratio of

X The basic data underlying this statement are from the National Bureau study men-
tioned in footnote 1 above. They will appear in a monograph by Anna J. Schwartz and
myself that Is now In preparation.

8 'I'he reciprocal of this ratio is termed "the income velocity of circulation."
°On this subject, see Phillip Cacan, The Monetary Dynamics of Hyperinflation, and

Richard T. Selden, Monetary Velocity in the United States, in Studies in the Quantity
Theory of Money. The statements that follow are based also on additionoal work done
in connection with the National Bureau study referred to In footnote 1.

For shorter periods, an additional factor enters. Cash balances are apparently adjusted
to longer term income expectations ("permanent Income") rather than to current income
as measured on a monthly or annual basis. This introduces additional changes in the
ratio of cash balances to current measured income. (See sec. 2 below.)
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cash balances to income. This tendency is highly regular over the
long sweep of time from 1875 to World War II; it has not been opera-
tive since the end of World War II but it is yet too soon to judge
whether this a fundamental change or simply a reaction to the abnor-
mally high ratio of cash balances that was reached during the war.

(2) The cost of holding cash balances depends mainly on the rate
of interest that can be earned on alternative assets-thus if a bond
yields 4 percent while cash yields no return, this means that an in-
dividual gives up $4 a year if he holds $100 of cash instead of a bond-
and on the rate of change of prices-if prices rise at 5 percent per
year, for example, $100 in cash will buy at the end of the year only
as much as $95 at the beginning so that it has cost the individual $5
to hold $100 of cash instead of goods. The empirical evidence suggests
that while the first factor-the interest rate-has a systematic effect
on the amount of money held, the effect is rather small. The second
factor, the rate of change of prices, has no discernible effect in ordinary
times -lwhen price changes are smnall-of the order of a few percent a;
year. On the other hand, it has a clearly discernible and major effect
when price change is rapid and long continued, as during extreme
inflations or deflations.10 A rapid inflation produces a sizable decline
in the desired ratio of cash balances to income; a rapid deflation, a
sizable rise.

Of course even after allowance is made for changes in real income
per capita and in the cost of holding money, the ratio of cash balances
to income is not perfectly steady. But the remaining fluctuations in
it are minor, certainly far smaller than those that occur in the stock of
money itself.

Some idea of the quantitative magnitude of the changes in the
United States over long periods of time can be obtained by comparing
average values of various items over the most recent complete business
cycle-that running from a trough in 1949 to a peak in 1953 to a
trough in 1954-with those over the earliest for which we have the
relevant data-that running from a trough in 1878 to a peak in 1882 to
a trough in 1885. The money stock multiplied 67-fold over these seven
decades, and real income ninefold, so the money stock per unit of
output rose about 7.5-fold. Prices something less than tripled, so the
ratio of the money stock to money income roughly tripled. In the
initial cycle, the stock of money averaged about 24 percent of 1 year's
money income-that is, cash balances were equal to the income of
about 3 months; in the terminal cycle, the stock of money averaged
about 67 percent of 1 year's income-that is, cash balances were equal
to the income of about 8 months. Over the period as a whole, the
money stock rose at an average rate of 6 percent per year, money in-
come at nearly 5 percent per year, prices at nearly 1Y2 percent per
year, total output at about 3 percent per year, and population at
about 11/2 percent per year.

Of course, these changes did not occur smoothly. Figure 1 shows
the more detailed behavior based on average values for each of the 19
business cycles that we have experienced since 1879. It is clear that
there is an exceedingly close connection between movements in the
stock of money per unit of output and in prices. The only major dif-

10 Evidence for this Is presented In Cagan, op. cit., and Is available also from work by
John Denver on monetary changes In Chile.
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ference is the more rapid long-term growth in the stock of money
which in turn reflects the effect of the long-term growth in per capita
real income and the associated rise in the desired ratio of money stock
to money income.
2. Relation of stock of money to prices over shorter periods

Over the longer periods considered in the preceding section, changes
in the stock of money per unit of output tend to dominate price
changes, allowance being made for the effect of the growth of real
income per head. This is less so over the shorter periods involved in
the fluctuations we term business cycles, though the general and aver-
age relationship is very similar. The reason for thelooser connection
in such periods presumably is that movements in both the stock of
money and in prices are smaller. Over longer periods, these move-
ments cumulate and tend to swamp any disturbance in the relation
between desired cash balances, real income, and the cost of holding
money; in the ordinary business cycle, the disturbances, though per-
haps no more important in an absolute sense, are much more impor-
tant relative to the movements in money and prices.
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On the average, prices rise during an expansion phase of a business
cycle, fall during the contraction phase. In the usual fairly mild
cycle of peacetime since 1879, wholesale prices have on the average
risen about 10 percent from trough to peak, and have fallen by some-
what less than half that amount from peak to trough. The general
pattern has not changed much except for the relation of the rise to the
fall. During the period of generally declining prices from the 1880's
to the mid-1890's, prices tended to fall more during the contraction
than they rose during expansion; during the subsequent period of
generally rising prices, the reverse was the case and in some instances
prices continued to rise during part of the contraction; in the 1920's,
the rise and fall were roughly the same; in the two postwar cycles the
rise was decidedly larger than the fall, as in the pre-1914 period.

Taken as a whole, these mild cycles would have imparted a gen-
erally upward drift to prices. The failure of such a drift to develop
during peacetime was a consequence of the more severe depressions
that occurred from time to time. In the five business cycles for
which the contractions were most serious and can be designated deep
depressions (1891-94, 1904-08, 1919-21, 1927-33, and 1933-38), whole-
sale prices on the average rose about 10 percent during expansions,
about the same as in the mild cycles, but then fell during the contrac-
tions over twice as much, ending up on the average some 12 percent
below their level at the start of the cycle. It was the price declines
during these deep depressions that, as a matter of experience, offset
the upward tendency during mild cycles-"creeping inflation" in this
sense is by no means a unique post-World War II phenomenon.

The stock of money shows the same relation to these cyclical price
movements as that depicted in figure 1 for longer periods. During
the mild cycles, the stock of money almost invariably rose during both
expansion and contraction, but at a faster rate during expansions than
during contractions. On the other hand, during the deep depression
cycles listed above, the stock of money invariably fell during the
course of the contraction, and there is only one other cycle during
which there is an appreciable absolute decline during any part of
the contraction (1894-97). This resemblance between the cyclical
movement in the stock of money and in prices holds not only on the
average but also from cycle to cycle, though of course with more vari-
ability for the individual cycles."

't One difference between the comparison made here and in the preceding section Is that
the money series used Is the stock of money, not the stock of money per unit of output.
The reason for this is the problem referred to in footnote 9 above. Over the longer periods,
the stock of money rises more rapidly than money income: an increase In real income per
capita leads to a more than proportional Increase in real money lbalances-income velocity
falls with a rise in real income. Over the cycle, the reverse relation holds, if money in-
come is measured by a figure like the regularly published national Income or net national
product estimates. Money stock falls relative to measured money income during expan-
sion and rises during contraction-income velocity rises during expansion and falls during
contraction. It turns out that this apparent contradiction can be accounted for, both
qualitatively and quantitatively, by distinguishing between measured income and a longer
term concept that I have called permanent inconie and also between measured prices and
permanent prices. One implication of this interpretation of the behavior of velocity is
that division of the money stock by measured national Income In constant prices would
yield estimates of the stock of money per unit of output that were formally comparable
to those plotted In figure 1 but did not have the same significance and meaning; the latter
use an average output figure that is closer to permanent output or income than to annual
measured Income. Unfortunately, full analysis of this issue is impossible within the con-
fines of the present paper. The forthcoming annual report for 1957 of the National Bureau
of Economic Research will contain a somewhat fuller summary; and the monograph referred
to In footnote 7 above, a full analysis.
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There can be little doubt on the basis of this evidence that there is
a close link between monetary changes and price changes over the
shorter periods within which business cycles run their course as well
as over longer periods and during major wartime episodes. But
three important considerations must be borne in mind if this fact is
not to be a misleading guide to policy.

The first is that the direction of influence between the money stock
and income and prices is less clear-cut and more complex for the
business cycle than for the longer movements. The character of our
monetary and banking system means that an expansion of income con-
tributes to expansion in the money stock, partly through inducing
banks to trim more closely their cash reserve position, partly through
a tendency for currency in public hands to decline relative to deposits;
similarly, a contraction of income contributes to a reduction or a slower
rate of rise in the money stock by having the opposite effects on bank
reserve ratios and the public's currency ratio. Thus changes in the
money stock are a consequence as well as an independent cause of
changes in income and prices, though once they occur they will in their
turn produce still further effects on income and prices. This con-
sideration blurs the relation between money and prices but does not
reverse it. For there is much evidence-one important piece on tim-
ing w'ill be presented in the next paragraph-that even during busi-
ness cycles the money stock plays a largely independent role. This
evidence is particularly direct and clear for the deep depression pe-
riods. There can be little doubt, for example, that Federal Reserve
action in sharply raising discount rates in January 1920 and again in
June 1920 (5 months after the onset of the contraction in Jan-
uary 1920) played an important role in the subsequent decline in the
money supply and unprecedentedly rapid fall in prices or that Federal
Reserve policy in the early 1930's played an important role in produc-
ing a decline of a third in the stock of money from 1929 to 1933-by
far the largest decline in the whole period covered by our data.12

A second, and perhaps more important consideration, has to do with
the timing of the changes in the money supply and in income and
prices. The generally upward trend in the money supply which
accounts for its continuing to rise, though at a slower rate, during
most contractions in economic activity as well as during expansions
makes it difficult to judge timing relations from ups and downs in
the money supply itself. For this and other reasons, we have found
it most useful to examine instead the ups and downs in the rate at
which the money supply is changing. The rate of change of the
money supply shows well-marked cycles that match closely those in
economic activity in general and precede the latter by a long interval.
On the average, the rate of change of the money supply has reached
its peak nearly 16 months before the peak in general business and

1The other deep depression episodes are a bit more complex. The decline in the stock
of money from 1593 to 1S94 seems connected with the uncertainty about silver; in 1907.
quite clearly with the banking panic which was of course in part a consequence of a prior
decline in economic activity but not through the particular channels described above and
which once begun very llkely served as an important factor in making the contraction as
deep as It was; in 193T-38 with the doubling of reserve requirements by the Federal
Reserve System in two steps In 1936 and in 1937-the first step coincides with a sharp
redu ction in the rate of growth of the money stock, the second with the beginning of
decline.
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has reached its trough over the 12 months before the trough in gen-
eral business."'

This is strong though not conclusive evidence for the independent
influence of monetary change. But it also has a very different sig-
nificance. It means that it must take a long time for the influence of
monetary changes to make themselves felt-apparently what happens
now to the rate of change of the money supply may not be reflected
in prices or economic activity for 12 to 16 months, on the average.
Moreover, the timing varies considerably from cycle to cycle-since
1907, the shortest time span by which the money peak preceded the
business cycle peak was 13 months, the longest, 24 months; the cor-
responding range at troughs is 5 months to 21 months." From the
point of view of scientific analysis directed at establishing economic
regularities on the basis of the historical record-the purpose for
which the measures were computed-this is highly consistent behavior;
it justifies considerable confidence in the reliability of the averages
cited and means that they cannot easily be attributed simply to the
accident of chance variation. But from the point of view of policy
directed at controlling a particular movement such as the current
recession, the timing differences are disturbingly large-they mean
that monetary action taken today may, on the basis of past experience,
affect economic activity within 6 months or again perhaps not for
over a year and 6 months; and of course past experience is not ex-
haustive; the particular episode may establish a new limit in either
direction.

The long time lag has another important effect. It leads to mis-
interpretation and misconception about the effects of monetary policy,
as well as to consequent mistakes in monetary policy. Because the
effects of monetary change do not occur instantaneously, monetary
policy is regarded as ineffective. The most recent example is the
tight money policy of 1956 and 1957 which coexisted with rising
prices but whose delayed effects are with us in the current recession.
A similar and even more dramatic example is the tight money policy
from early 1928 on and the associated lack of growth in the money
supply which coexisted with economic expansion but contributed to
both the occurrence and the severity of the 1920 downturn. The fact
that these policies had a delayed effect in turn misled the monetary
authorities; on those occasions, and even more clearly in 1920, they
were induced to believe that still stronger measures were required
and so tended to overdo a repressive policy. On other occasions, no-
tably in 1932 as well as earlier in that major catastrophe, the failure
of tentative movements toward easy money to have an immediate effect
led them to regard their actions as ineffective and to permit and con-
tribute to the sharp decline in the stock of money which occurred and
which played so crucial a role in that episode.

The third consideration is in some ways a different aspect of the
one just discussed. The variation in timing means that there is con-
siderable leeway in the precise relation between changes in the stock

'3 The average at peaks Is based on 18 observations, on troughs on 19. Of course, In-
stead of interpreting the cycles in the rate of change as conforming positively with a lead,
they could be interpreted as conforming inversely with a lag. A number of pieces of sta-
tistical evidence, however, argue strongly for the former interpretation.

14 These are for the period since 1907 because our money data prior to that date areannual or semiannual. While the annual and semiannual observations give the same
average timing as the monthly, individual observations are not comparable.
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of money and in prices over short periods of time-there are other
factors at work that lead to these variations and mean that even if

the stock of money were to change in a highly regular and consistent
fashion, economic activity and prices would nonetheless fluctuate.

When the money changes are large, they tend to dominate these other
factors-or perhaps one might better say, they will force these fac-
tors to work in a particular direction. Thus there seems little doubt
that a large change in the money supply within a relatively short
period will force a change in the same direction in income and prices
and, conversely, that a large change in income and prices in short
periods-a substantial short-period inflation or deflation-is most

unlikely to occur without a large change in money supply. This is
certainly the conclusion suggested by the evidence for the deep de-
pression cycles and for sizable inflations. But when the money changes
are moderate, the other factors come into their own. If we knew
enough about them and about the detailed effects of monetary changes,
we might be able to counter these other effects by monetary measures.
But this is utopian given our present level of knowledge. There are
thus definite limits to the possibility of any fine control of the general
level of prices by a fine adjustment of monetary change.

S. Changes in prices and changes in output over longer periods

Over the cycle, prices and output tend to move together-both tend
to rise during expansions and to fall during contractions. Both are
part of the cyclical process and anything, including a monetary
change, that promotes a vigorous expansion is likely to promote a
vigorous rise in both and conversely. The preceding section im-
plicity assumes this connection.

Over the longer period, the relation between price changes and out-
put changes is much less clear and in the first section we took the be-

havior of output for granted. Now this seems clearly valid, not only
as an expository device but also as a first approximation to reality.
What happens to a nation's output over long periods of time depends
in the first instance on such basic factors as resources available, the

industrial organization of the society, the growth of knowledge and
technical skills, the growth of population, the accumulation of capital
and so on. This is the stage on which money and price changes play
their parts as the supporting cast.

One proposition about the effect of changes in the stock of money
and in prices that is widely accepted and hardly controversial is that

large and unexpected changes in prices are adverse to the growth of
output-whether these changes are up or down. At one extreme, the
kind of price rise that occurs during hyperinflation seriously dis-
torts the effective use of resources.15 At the other extreme, sharp
price declines such as occurred from 1920 to 1921 and again from
1929 to 1933 certainly produce a widespread and tragic waste of
resources.

So much is agreed. The more controversial issue is the effect
of moderate change in prices. One view that is widely held is that

21 However, even open hyperinflations are less damaging to output than suppressed infla-
tions in which a wide range of prices are held well below the levels that would clear the
market. The German hyperinflntion after World War I never caused anything like the
reduction of production that was produced in Germany from 1945 to the monetary reform
of 1948 by the suppression of inflation. And the inflationary pressure suppressed In the
second case was a small fraction of that manifested in the first.
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slowly rising prices stimulate economic output and produce a more
rapid rate of growth than would otherwise occur. A number of rea-
sons have been offered in support of this view. (1) Prices, and par-
ticularly wages, are, it is said, sticky. In a market economy, the
reallocation of resources necessitated by economic growth and de-
velopment requires changes in relative prices and relative wages. It
is much easier, it is argued, for these to come about without friction
and resistance if they can occur through rises in some prices and wages
without declines in others. If prices were stable, some changes in
relative wages could still come about in this way, since economic
growth means that wages tend to rise relative to prices, but no
changes in relative prices, and, of course, there would not be as much
scope even for relative wage changes. (2) Costs, and in particular,
wages, are, it is argued, stickier than selling prices. Hence gen-
erally rising prices will tend to raise profit margins, giving enter-
prises both a bigger incentive to raise output and to add to capital and
the means to finance the capital needed. (3) The most recently pop-
ular variant of the preceding point is that costs are not only sticky
against declines but in addition have a tendency to be pushed up with
little reference to the state of demand as a result of strong trade
unions. If the money stock is kept from rising, the result, it is
claimed, will be unemployment as profit margins are cut, and also a
higher level of prices, though not necessarily a rising level of prices.
Gently rising prices, it is argued, will tend to offset this upward pres-
sure by permitting money wages to rise without real wages doing so.
(4) Interest rates are particularly slow to adapt to price rises. If
prices are rising at, say, 3 percent a year, a 6 percent interest rate on
a money loan is equivalent to a 3 percent rate when prices are stable.
If lenders adjusted fully to the price rise, this would simply mean that
interest rates would be 3 percentage points higher in the first case than
in the second. But in fact this does not happen, so that productive
enterprises find the cost of borrowing to be relatively low, and again
have a greater incentive than otherwise to invest, and the associated
transfer from creditors to debtors gives them greater means to do so.

In opposition to this view, it has been argued that generally rising
prices reduce the pressure on enterprises to be efficient, stimulate spec-
ulative relative to industrial activity, reduce the incentives for in-
dividuals to save, and make it more difficult to maintain the appro-
priate structure of relative prices, since individual prices have to
change in order to stay the same relative to others. Furthermore, it
is argued that once it becomes widely recognized that prices are ris-
ing, the advantages cited in the preceding paragraph will disappear:
escalator clauses or their economic equivalent will eliminate the stick-

iness of prices and wages and the greater stickiness of wages than of
prices; strong unions will increase still further their wage demands
to allow for price increases; and interest rates will rise to allow for
the price rise. If the advantages are to be obtained, the rate of price
rise will have to be accelerated and there is no stopping place short
of runaway inflation. From this point of view, there may clearly be
a major difference between the effects of a superficially similar price
rise, according as it is an undesigned and largely unforeseen effect of
such impersonal events as the discovery of gold, or a designed result
of deliberative policy action by a public body.
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Some who believe that slowly rising prices are adverse to economic
growth regard stable product prices with slowly rising wage rates
as most favorable, combining the advantages of stable price ex-
pectations with some easing of frictions involved in relative wage

adjustments. Others view gently falling prices and stable wages as
most favorable, arguing that additional problems in wage adjust-
mentc would be balanced by the stimulus to thrift and accumulation.

Historical evidence on the relation between price changes and out-
put changes is mixed and gives no clear support to any one of these
positions. (1) In the United States, the period from 1865 to 1879
was a period of exceedingly rapid progress; and during the same
period, prices were cut in half. True, neither price changes nor
output changes proceeded regularly within the period. Output ap-
parently grew most rapidly during the cyclical expansions in the
period when prices rose miildly or were roughly stable; most of the
price declines occurred during cyclical contractions. Yet the prob-

rem at issue is less the cyclical relation than the longer period rela-
tion and there can be no doubt that during the period as a whole
prices fell sharply and output rose sharply. (2) The period from
1880 to 1897 was a period of generally declining prices, from 1897
to 1913, of generally rising prices ; taken as a whole, the second period
has generally been regarded as displaying more rapid growth than
the first. But it is not clear that this is a satisfactory interpretation.
The period of great monetary uncertainty in the early 1890's was
associated with generally depressed conditions and was followed by
a rapid rebound. If both are excluded, the remaining periods show
about the same rates of growth in real output per head, although
prices were generally falling during the 1880's and risin- after the
turn of the century. Moreover, the period from 1908-14 is one of
relatively slow growth despite rising prices. (3) The decade of
the 1920's, after the recovery from the deep depression of 1920-21,
was a decade of rapid growth and prices were relatively stable. (4).
In Great Britain, output per head apparently grew at a definitely
higher rate during the period of generally falling prices before the
mid-1890's than during the subsequent period of rising prices up to
World War 1.16 (5) On the other hand, the attempt to achieve
mildly falling prices in Britain in the 1920's was associated with
considerable economic difficulties and something close to stagnation.

All in all, perhaps the only conclusion that is justified is that either
rising prices or falling prices are consistent with rapid economic
growth, provided that the price changes are fairly steady, moderate in
size, and reasonably predictable. The mainsprings of growth are
presumably to be sought elsewhere. But unpredictable and erratic
changes of direction in prices are apparently as disturbing to economic
growth as to economic stability.
4. Policy implications

The preceding account of the relation of money to prices over long
and short periods and of price changes to output changes has some
fairly direct and immediate implications for public policy with respect
both to growth and stability.

16 See James B. Jefferys and Dorothy Walters, National Income and Expenditure of the
United Kingdom, 1870-1952, Income and Wealth Series V, table III.
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(1) In order for the price level to be reasonably stable over the
decades ahead, the total stock of money will have to grow to accommo-
date itself to the growth in output and in population. In addition, if
past patterns continue, it will have to grow to satisfy the desire of the
public to increase the ratio of cash balances to income as their real
income rises. Past experience suggests that something like a 3 to 5
percent per year increase in the stock of money is required for long-
term price stability.'7

(2) An essential requirement for the avoidance of either substantial
inflation or substantial deflation over the coming decades is the avoid-
ance of a substantially more rapid or a substantially less rapid increase
in the stock of money than the 3 to 5 percent per year required for price
stability. A substantially more rapid rate of growth in the money
supply will inevitably mean inflation; conversely, continued inflationk
of substantial magnitude cannot occur without such a large rate of
growth in the money supply. A substantially slower rate of growth
in the money supply, let alone an absolute decline, will inevitably mean
deflation; conversely, continued deflation of substantial magnitude
cannot occur without such a small or negative rate of growth in the
money supply.

(3) A highly fluctuating price level is as disturbing to economic
growth as to economic stability. Given that this is avoided, it is not
clear what pattern of long-term price behavior is optimum for eco-
nomic stability-whether a roughly stable price level, a gently rising
price level, or a gently falling price level. It does seem clear that any
of these is consistent with rapid economic growth. If it is necessary
to state objectives in terms of a price level goal, then a stable price
level has the very great advantages of (a) ease of public understand-
ing, (b) definiteness rendering successive alterations in the precise
goal less likely, and (c) probably the closest approach to equitable
treatment of the various members of the community. However, the
difficulty of assuring the close attainment of any price level goal sug-
gests that it might be better to express the immediate policy goal in
terms of some variable other than the price level, for example as being
the attainment of a steady 4 percent per year rise in the stock of
money, and then to let the price level be whatever would be consistent
with this money goal. The resulting price level behavior could hardly
depart much from relative stability and would certainly not be
violently unstable.

(4) For cyclical movements, a major problem is to prevent mone-
tary changes from being a source of disturbance. If the stock of
money can be kept growing at a relatively steady rate, without erratic
fluctuations in short periods, it is highly unlikely if not impossible
that we would experience either a sharp price rise-like that during
World Wars I and II and after World War I-or a substantial price
or output decline-like those experienced from 1920-21, 1929-33,
1937-38.

17 This range is for the stock of money as defined in footnote 2, namely, currency outside
banks plus adjusted deposits, demand and time, of commercial banks. For a narrower
definition, currency outside banks plus adjusted demand deposits, the required rate of
growth is less; for a broader definition, the preceding plus all time deposits, in mutual
savings banks and the postal savings system as well as commercial banks, the required
rate. of growth is greater. The reason is that time deposits have been growing relative
to demand deposits and currency, and, until 1957, mutual savings deposits relative to other
time deposits.
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(5) A steady rate of growth in the money supply will not mean per-
fect stability even though it would prevent the kind of wide fluctua-
tions that we have experienced from time to time in the past. It is
tempting to try to go farther and to use monetary changes to offset
other factors making for expansion and contraction. Though the
available evidence demonstrates a close connection between monetary
change and price and income change in the course of business cycles
as over larger periods, it also casts grave doubts on the possibility of
producing any fine adjustments in economic activity by fine adjust-
ments in monetary policy-at least in the present state of knowledge
The evidence suggests that monetary changes take a fairly long time
to exert their influence and that the time taken varies considerably.
In terms of past experience, for example, action taken now to off-
set the current recession may affect economic activity in some 6 months
or not again for over a year and 6 months. The tight-money policy
of late 1956 and most of 1957, which was taken to offset the then exist-
ing inflationary pressure, almost surely had little effect on that situa-
tion and is only now exerting its influence and contributing to the
current recessionary tendencies; the inflationary pressures in 1956
may well themselves have been in part a delayed consequence of the
expansionary monetary policy taken to offset the 1953-54 recession.
There are thus serious limitations to the possibility of a discretionary
monetary policy and much danger that such a policy may make mat-
ters worse rather than better. Federal Reserve policy since 1951
has been distinctly superior to that followed during any earlier period
since the establishment of the System, mainly because it has avoided
wide fluctuations in the rate or growth of the money supply. At the
same time, I am myself inclined to believe that in our present state of
knowledge and with our present institutions, even this policy has
been decidedly inferior to the much simpler policy of keeping the
money supply growing at a predesignated rate month in and month
out with allowance only for seasonal influences and with no attempt
to adjust the rate of growth to monetary conditions.'s

(6) To avoid misunderstanding, it should be emphasized that the
problems just discussed are in no way peculiar to monetary policy.
Fiscal action also involves lags. Indeed the lag between the recogni-
tion of need for action and the taking of action is undoubtedly longer
for discretionary fiscal than for discretionary monetary action: The
monetary authorities can act promptly, fiscal action inevitably in-
volves serious delays for congressional consideration. It has been
argued that this defect of fiscal action is counterbalanced by a shorter
lag between the action and its effects. This may well be, though there
is little concrete empirical evidence that I know of; the belief is based

ia This is not intended to be a full statement of the optimum monetary structure. I
would prefer automatic arrangements that would reduce the area of discretion. One
particular set of such arrangements is suggested In my A Monetary Fiscal Framework
for Economic Stability, reprinted in my Essays in Positive Economics (University of
Chicago Press. 1953), pp. 133-156.

The extensive empirical work that I have done since that article was written has given
me no reason to doubt that the arrangements there suggested would produce a higher
degree of stability; it has, howvevcr. led me to believe that much simpler arrangements
would do so also; that something like the simple policy suggested above would produce a
very tolerable amount of stability. This evidence has persuaded me that the major
problem is to prevent monetary changes from themselves contributing to instability rather
than to use monetary changes to offset other forces.

On the issues In question, see also my The Effects of a Full Employment Policy on
Economic Stability: A Formal Analysis, reprinted in the same book, pp. 117-132.
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on general considerations of plausibility, which can be a misleading
guide. And there are certainly no reasons for believing and no
empirical evidence to show that the lag, whatever its average length,
is any less variable for fiscal than for monetary action. Hence the
basic difficulties and limitations of monetary policy apply with equal
force to fiscal policy.

(7) Political pressures to "do something" in the face of either rela-
tively mild price rises or relatively mild price and employment de-
clines are clearly very strong indeed in the existing state of public
attitudes. The main moral to be drawn from the two preceding
points is that yielding to these pressures may frequently do more
harm than good. There is a saying that the best is often the enemy
of the good, which seems highly relevant. The goal of an extremely
high degree of economic stability is certainly a splendid one; our
ability to attain it, however, is limited; we can surely avoid extreme
fluctuations; we do not knowv enough to avoid minor fluctuations; the
attempt to do more than we can WIill itself be a disturbance that may
increase rather than reduce instability. But like all such injunctions,
this one too must be taken in moderation. It is a plea for a sense of
perspective and balance, not for irresponsibility in the face of major
problems or for failure to correct past mistakes.



INFLATIONARY DEPRESSION AND THE REGULATION
OF ADMINISTERED PRICES

By Abba P. Lerner, The Johns Hopkins University and Roosevelt
University

Inflation, by which I mean a condition of rising prices, may be
the result of action either by buyers or by sellers. We are much
more familiar with inflation caused by buyers trying to buy more
goods than are available, that is, spending more money than can
buy (at current prices) the available supply of goods. When this
happens, prices are bid up to the level at which the buyers are no
longer trying to buy more than is available. The market is then
cleared with every buyer able to buy as much as he wants to buy.
If, as a result of this development, there arises a still further increase
in the amount of money spent by the buyers, perhaps because they
have received more money as sellers of something else, we have a
continuing inflationary process.

Such a process cannot go very far unless there is an increase in\//
the supply of money. Otherwise, with the rising prices, the public
finds that the stock of money is too small for the greater volume of
transactions, in monetary terms, that is going on. Many people then
reduce their buying or increase their selling (so as to hold on to or
to get hold of more money) and this tends to stop the inflationary
process. But if the monetary authorities increase the supply of
money, or permit the supply of money to be increased, then the in-
flationary process can continue.

Because we are much more familiar with this particular type of
inflation, we have tended to assume that it is the only kind. This
has led to the habit of considering an increase in the supply of money
not as merely one of the necessary conditions for an inflationary
process to be able to continue, but as the cause of the inflation, which
it need not be. Our overoccupation with this particular type of
inflation has also led many economists, including myself, to use the
word "inflation" not only to stand for the condition of rising prices,
but also to stand for "excess demand," the attempt to buy more goods
than are available at the current prices, which is the cause of this
type of inflation.

This extension of the meaning of the word inflation would be quite
harmless if it were true, as it apparently was assumed to be true, that
rising prices could come about only as a result of excess demand by
buyers. This usage furthermore had the advantage of permitting
the condemnatory word inflation to be used for attacking a condi-
tion in which prices were prevented from rising, as by price controls,
when the economy would be better served if they were permitted to
rise. Such price control under conditions of excess demand could
then be called a kind of inflation-repressed inflation-which can be
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even more harmful to the economy, and to society in general, than
an open inflation with rising prices. So it seemed like a good idea
to identify inflation with a condition of excess demand, whether the
resulting tendency for prices to rise was permitted to express itself
or not. Repressed inflation could therefore be called a certain kind
of inflation and given a blacker name, and this seemed harmless even
though it was something like calling an anti-Communist a certain
kind of Communist.

But excess demand by buyers is not the only possible cause of a
condition of rising prices. Prices may rise not because of the pres-
sure of buyers who are finding it difficult to buy all they want to buy
at the current prices. Prices may rise because of pressures by sell-
ers who insist on raising their prices even though they may find it not
especially easy to sell. We would then have not a buyer-induced
inflation but a seller-induced inflation. To distinguish this from the
kind of inflation we have discussed above, and which we may call a
buyers' inflation (or demand inflation), we may call this kind of in-
flation a sellers' inflation.

If sellers' inflation is possible as well as buyers' inflation, it is not
such a good idea to use the word "inflation" to stand for excess de-
mand. That use of language tends to suggest that if there is no "in-
flation" in the sense of excess demand, there can be no inflation in
the sense of rising prices. It leaves us with no way of describing the
kind of situation in which we find ourselves when prices are rising
because of upward pressure by sellers, and the authorities, in endeav-
oring to stop the rise in prices, have taken steps which have been very
effective in removing excess demand, but which have not removed the
upward pressure on prices from the sellers' side. Indeed such meas-
ures as budgetary restraint and tight money can be so effective in re-
moving excess demand that they can overdo this and remove some
demand that is not in excess. They would bring about a condition of
deficient demand, or not enough demand to enable us to make full use
of our productive potential. Nevertheless, prices maY keep on rising.
The net result would be both inflation and depression at the same
time-prices rising-even though we are not fully utilizing our avail-
able labor force and productive potential.

This appears paradoxical only because of our habit of using 1 word,
"inflation," to represent 2 different things, rising prices and excess
demand, that do not necessarily have to go together in the actual world.

The distinction between buyers' inflation and sellers' inflation is
related to but is not exactly the same as the distinction between demand
inflation and cost inflation. While demand inflation seems to be synon-
ymous with buyers' inflation, cost inflation suggests that there is a dif-
ference between cost, on the one hand, and profits, on the other, in their
operation on price. This is especially true when the phrases "cost-push
inflation" or "wage-cost inflation" are used as synonymous with cost
inflation." The impression is given that the whole of the blame falls
on labor or on trade unions. When trade unions raise wages bv more
than can be absorbed by increasing productivity, costs rise. The em-
ployer then seems to be completely innocent of "profit inflation" in pass-
ing on the increase in costs as long as he does not increase his rate of
markup, i. e., as long as he does not increase the prices he charges for
the product in a greater proportion than his costs have increased.

258



ECONOMMC STABIITY AND GROWTH

There is, however, no essential asymmetry between the wage element
and the profit element in the price asked for the product. A sellers'
inflation could just as well be started by an increase not in the wage
asked, but in the percentage of markup of price above cost. Prices
would rise and wages would then be raised by workers in attempts to
maintain (or restore) their original buying power. Business would
then "innocently" raise their prices again only in proportion to the
increase in their costs, and we would have the inflation upon us as well
as boring discussions about who started it first and the famous chicken
and egg.

The "who started it first" debate is a complete waste of time because
there is no original situation in which there was a "just" or "normal")
distribution of the product between wages and profits. Any increase
can be seen either as the disturbance which bears the full responsibility
for the inflation, or as nothing but the correction of an inequity per-
petrated in previous history-all depending on the point of view. The
term "sellers' inflation," by treating wages and profits on exactly the
same footing, avoids the fruitless game of mutual recrimination. Sell-
ers' inflation takes place whenever wage earners and profit takers to-
gether attempt to get shares that amount to more than 100 percent of
the selling price. When the sum of what they try to get comes to more
than 100 percent of the selling price it is futile to ask whether this is
because the wages demanded are too high or whether it is because the
profits insisted on are too great. No matter where justice may lie be-
tween the 2 claims, the olTy significant thing for our problem is that
the sum of the claims is more than 100 percent. That is what causes
the inflation.

It is, of course, impossible for the two parties to succeed in getting
more than 100 percent of the proceeds between them, but it is precisely
on an impossibility such as this that any continuing process depends.
Buyers' inflation is similarly built on an attempt to reach the impos-
sible. In that case, it is the attempt of buyers to buy more than 100
percent of the goods than can be made available. Their attempt bids
up prices, but since that does not (and cannot) succeed in enabling
them to obtain more than 100 percent of the goods that there are
available to be got, they continue the attempt and we have the con-
tinuing process of buyers' inflation. In our case, the impossibility
that generates the process is the attempt of wage earners and profit
takers between them to get more than 100 percent of the money pro-
ceeds from the sale of the product. Each increases the part he tries
to take, by increasing wages or by increasing prices. Since they can-
not succeed, they keep on raising wages and prices and so we have
the continuing process of sellers' inflation.

There is great resistance to recognizing the possibility of sellers'
inflation. Sometimes, this takes the form of saying that there must
have been some excess buyers' demand or prices could not have risen.
This begs the whole question. Since it assumes, without apparently
thinking it necessary to provide any support for the assumption, that
the only possible cause of rising prices is excess buyers' demand, the
argument assumes what it wants to prove.

A more sophisticated version of this argument points out that if
output shrinks by less than the increase in prices, and this is usually
the case during a sellers' inflation, there must have been an increase
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in the total amount spent in buying the output. The arithmetically
irrefutable increase in expenditure is then triumphantly exhibited
as the excess buyers' demand that is responsible for the inflation. Ex-
penditure is the same thing as buyers' demand, but an increase in
expenditure is not the same thing as excess buyers' demand. An in-
crease is not the same thing as an excess. An excess of demand by
buyers induces the price increases-it is the cause of the price in-
creases. An increase in expenditure could be induced by-it could
be the result of the increases in prices brought about by the pressure
of sellers. If there is no increase in expenditure the number of units
of goods bought must fall in the same proportion as the price per unit
is raised by the sellers. A 10 percent increase in prices would thus
result in a fall in output of about 10 percent. This involves depres-
sion and unemployment that the authorities naturally seek to remedy
by monetary and fiscal measures. Such remedies all involve increases
in money expenditure, so that even if only a part of the unemployment
is corrected (and this is usually the case because of the authorities'
reluctance to undertake inflationary measures when prices are rising),
we would observe an increase in total expenditure. Buyers' demand,
however, instead of being excessive, could still be deficient, i. e., it
could still be insufficient to enable the potential output of the economy
to be sold (at the prices demanded by the sellers). An observed in-
crease in total expenditure is therefore no proof that the price rise
is due to excess buyers' demand. The increase in expenditure could
have been induced by attempts by the authorities to keep down un-
employment induced by price increases imposed by the sellers. In a
sellers' inflation, an increase in expenditure is perfectly compatible
with deficient buyers' demand.

A still more sophisticated argument along the same lines goes on
to claim that even if prices are being raised by the insistence of sellers
rather than by the pressure of buyers, the orthodox measures of re-
ducing total demand would still check the inflation. By reducing total
expenditure, or perhaps by merely refusing to permit the increase in
total expenditure needed to accommodate the increased prices, the
authorities would bring about depression and unemployment. This
would stop the sellers from increasing prices. The question then re-
solves itself into how much unemployment would be necessary to
stop the sellers' inflation, and whether it is morally desirable or
politically possible for the authorities to induce or permit unemploy-
ment of the required volume and duration.

It has been suggested that even if the authorities are not really
prepared to bring about the degree of depression necessary to negate
the pressure of sellers' inflation, they could still do the trick by sol-
emnly announcing a policy of refusing to provide the increase in
expenditure called for by a continuing sellers' inflation. The threat-
ened unemployment would then sober the sellers into calling off their
inflationary wage and price increases.

It seems pretty certain first that such declarations would not be
believed and that the bluff would quickly be called. But, even if it
were believed as regards the economy as a whole, that would not
prevent any specific wages or prices from being raised while the local
conditions still permitted this. It would perhaps even aggravate the
wage and price increases as each tried to get his increase quickly,
while the local going was still good.



All this brings us to the perhaps only too obvious conclusion that

sellers' inflation cannot be cured or prevented by measures directed \
against excess demand by buyers. It can be successfully treated only)

by attacking the pressure on prices by sellers.'
Before we can consider just how one can attack the pressure on

prices by sellers, it would be desirable to get a perspective on the

whole problem by a quick look at the general theory of inflation and
deflation.

A somewhat schematic formulation of the development of thought

on this subject shows four theoretical models of the operation of the
economy.

Model A assumes perfectly flexible prices and wages, so that any

excess of buyers' demands makes prices and wages rise, and any defi-

ciency of buyers' demand (through the unemployment that results)
makes prices and wages fall, until price stability and full employ-

ment are restored. Both monetary policy and fiscal policy are un-

important, or even unnecessary. As long as the volume of money is

kept fairly stable by some automatic device such as the gold standard,

the price level will automatically adjust itself so as to yield full

employment with price stability and without inflation.
Model B embodies the recognition that we do not have the degree

of price flexibility in the downward direction to make complete laissez

faire a satisfactory monetary and fiscal policy. Unemployment
(caused by deficient buyers' demand) does not reduce the wage and
price level quickly enough to the level needed to restore full employ-

ment. The process is rather complex. To achieve the task, unem-

ployment must reduce the wage level, and thereby the price level, to

the degree necessary to increase the value of the existing stock of
money (as each dollar becomes more valuable) to the extent necessary

to increase expenditure in real terms (as each dollar spent constitutes
more real purchasing power) to the volume necessary to give a satis-

factory level of employment. This process can last for years, during
which time prices and wages are falling as different resistances to the

reductions are gradually overcome. Meanwhile, there continues an

expectation of price and wage reductions still to come. This expec-

tation induces investors as well as consumers to postpone their ex-

penditures as long as prices are still falling, so that buyers' demand

is reduced still further and the depression can get very much worse
before it gets better.

f he recognition of the nature of such a process leads to the aban-

donment of laissez faire in monetary and fiscal policy. Instead of

1 In an outstanding article which concentrates on showing the inadequacy and superfi-

ciality of proposals to prevent Inflation by monetary and fiscal policies and declarations,

Prof. Sumner H. Slichter seems to suggest that the distinction between buyers' Inflation
and sellers' Inflation is a futile fnntasy. Thus he says (using a somewhat different

terminology), "Much time has been wasted In recent years in discussing whether inflation

is demand inspired or cost inspired. (Sonie 70 or 8 years ago, the Austrian theory of

value produced a similar debate as to whether demand or cost determines the value; the

argument ended suddenly when it dawned on the economists that each blade In a pair of

scissors cuts)" (On the Side of Inflation. Harvard Business Review, September/October
1957, p. 32).

However, the Inapplicability of this analogy jumps to the eye In his very next sentence

which shows that it can make sense to distinguish between the blades, since he goes on to

say. 'Thus changes In the price level may originate either with shifts in the demand

schedules or with shifts in the supply schedules" and In another article. Professor

Slichter definitely allnes himself with the sellers' inflation blade In declaring that:

"There is no evidence that prices are rising ahead of costs and are pulling costs up.

The evidence is all the other way: that prices are being sluggishly adjusted to slowly

rising costs" (Government Spending Can Reduce Taxes. Harvard Business Review.

July/August 1957, p. 106).
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waiting for the price level to fall until it has adjusted itself to the
volume of money expenditure, a policy is developed of adjusting the
volume of money expenditure to the existing price level, so as to reach
and maintain a satisfactory level of employment at the current prices.

This switch from laissez faire to an active monetary and fiscal
policy is also applied in the opposite direction to deal with excess

uyers' demand. Although there is not the same resistance to price
and wage increases as there is to price and wage decreases, the neces-
sary adjustment to excess buyers' demand by rising prices still takes
time. It is no instantaneous adjustment (if only because of the exist-
ence of long-term contracts, and because of attempts to stop profiteer-
ing by preventing the necessary price increases) and so it causes dis-
turbances that are unjust and reduce the efficiency of the economy.
The policy is therefore applied in both directions, providing for in-
creasing the volume of money expenditure whenever necessary to pre-
vent or correct an insufficiency of buyers' demand; and for decreasing
the volume of money expenditure whenever that is necessary to pre-
vent or correct an excess of buyers' demand.

The volume of expenditure may be adjusted either by working on
the stock of money (by monetary policy) or by working on the
velocity of circulation of money (by fiscal policy), or by some combi-
nation of the two.

Model B, which is, of course, the Keynesian general theory of em-
ployment policy, differs from model A primarily in incorporating a
policy of increasing or decreasing demand, if it should become too
little or too great. (It has a steering wheel to keep the car on the
road.) Because of this difference, a secondary distinction arises.With policy coming into the picture, it becomes important which of
two instruments of policy is to be used, monetary policy or fiscal
policy. Model B makes use of both instruments. (The car can use
either kerosene or gasoline.)

Model C is not really a new model. It rather consists of a series of
publicity releases of model B dolled up to emphasize one or another
of its qualities as if this were a new invention that made model B
obsolete. One very crude pamphlet of this series emphasizes the
ability of model C to cut down on demand, if it becomes excessive or
threatens to become excessive, seeming to imply that model B was a
depression model, which could work only in the direction of increas-
ing demand, if it became deficient or threatened to become deficient.
(Model C has a steering wheel that can be turned to the right.)

A more refined variant of model C, let us call it model C*, is con-
cerned with the relative effectiveness of monetary policy and of
fiscal policy in different circumstances. An economy may be so sat-
urated with money so that further increases in the stock of money
would not be effective in increasing expenditure, and reductions in the
stock would have no significant ekect in reducing total expenditure.
(This is sometimes expressed, though not explained, by saying that
changes in the money supply would be offset by opposing changes in
the velocity of circulation.) Monetary policy is then useless and ex-
penditure can be increased or decreased only by fiscal policy-by the
Government increasing or decreasing its own expenditure, e. g. on
public works, or permitting others to spend more by reducing taxes or
forcing them to spend less by increasing taxes.
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It is then suggested that model B works only in this case which is
called the Keynesian case. It should more properly be called Keynes-
ian special case (of the Keynesian general theory) when it is
appropriate to concentrate entirely on fiscal measures to increase or
decrease expenditure on consumption and investment. (Only gaso-
line can be used.)

In this kind of situation, even extreme price flexibility is unable to
restore or maintain the desired level of real demand, because it oper-
ates, after all, as nothing but a roundabout way of increasing or
decreasing the real volume of money in terms of buying power. It
is a kind of automatic monetary policy which is useless for the same
reasons as other monetary policy is useless, when the economy is so
saturated with money that changing the quantity has no appreciable
effect.

When the economy is at the other extreme from being saturated
with money, and money is very tight, the situation is naturally re-
versed. Fiscal measures for increasing expenditure on consumption
or investment are ineffective, because an increase in expenditure any-
where in the economy, say in Government expenditure on public
works, results in an increase in demand for money to hold in connec-
tion with the increased volume of transactions. In the very tight
money situation, this raises the rate of interest, or in some other way
reduces expenditure somewhere else. Similarly, a decrease in expen-
diture anywhere releases holdings of money which permit an in-
crease of expenditure somewhere else. Fiscal policy then is helpless,
and what is called for is monetary policy to increase or decrease the
money supply. (Only kerosene can be used.) This case is then called
the Classical Case, as if it were one in which the Keynesian theory
does not apply and where model B should be replaced by model C*
(which can burn kerosene). This case should more properly be
called the Classical Special Case (of the Keynesian general theory).
The Keynesian theory (model B) covers both situations in which
fiscal policy is strategic (when model B uses gasoline), and situations
in which monetary policy is strategic (when model B uses kerosene),
as well as the more normal situations when both policies are effective
(when model B can make use of both fuels, mixing the proportions
to suit the terrain).

Model D is a genuinely different model, in which unemployment
not only fails to make prices and wages fall quickly enough to serve
as a cure for the unemployment, but is even unable to prevent prices
and wages from continuing to rise. When we have strong trade
unions with the power to raise wages, strong corporations with the
power to set prices administratively, and a general atmosphere in
which it is considered normal, natural and only fair for wages to be
increased regularly, and by amounts greater than the average increase
in productivity or in the share of the product that labor can obtain,
prices increase, and the economy is subject to sellers' inflation. It is
now no longer a question of whether fiscal policy or monetary policy
is more effective in regulating the volume of buyers' demand or ex-
penditure, since the inflation is caused not by excess buyers' demand,
but by the existence of powerful institutions and mores that enable
sellers to insist on and obtain continually higher prices. The wide-
spread and generous feeling that workers are entitled to the increases
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in wages that they get is made much easier by a recognition that any
raise need not be taken out of profits, since it is possible, as well as
proper, to "pass it along" to the ultimate purchaser in higher prices.
Indeed, it is usually considered only right that profits, in dollars,
should be increased so as to protect real profits from the declining
value of the dollar.

We have already mentioned the argument that a really firm refusal
on the part of the monetary authorities to prevent the volume of
money from increasing, no matter what happened, would bring the
sellers to their senses. Realizing, or discovering, that they will not
be able to sell so much if they raise their prices, they will refrain from
raising prices, and they will not grant, or ask for, wage increases that
raise costs by more than can be squeezed out of profits.

There are several reasons why this is not practical. In the first
place, the policy of firmly or obstinately holding the money supply
constant does not prevent excess buyers' demand from coming about.
It does not even prevent an increase in total expenditure. This is
because the policy of holding the money supply constant is essentially
a kind of monetary policy, and we may be in the Keynesian special
case where monetary policy is not effective. That we are at the
present time in such a situation is suggested by the fact that, while the
supply of money has been held fairly stable in recent years, the
volume of expenditure has continually increased. (Another way of
expressing this, which is more common perhaps because it sounds like
an explanation, is to say that the velocity of circulation has increased
and that this has frustrated the restrictive monetary policy.)

There is, of course, a limit to the degree to which expenditure can
increase without an accompanying increase in the money stock, and
if the inflation were a buyers' inflation it would come to an end when
this limit was reached (i. e., when the velocity of circulation could not
increase any more). But where the inflation is a sellers' inflation, it
does not stop at that point. After the increase in prices has absorbed
all the increase in expenditure that is compatible with a constantmoney stock (i. e., that can be attributed to an increase in the velocity
of circulation) it continues to increase. The increase in prices goes
on further until it has reduced real expenditure and employment suf-
ficiently to overcome the institutional forces that enable sellers to de-
mand hi-her and higher prices. The question is how strong are these
linstitutions? or, in other words, how severe a state of depression and
unemployment would have to be maintained in order to destroy these
institutions or to induce sellers not to use their power to raise prices;
and how able and willing the authorities would be to bring about and
maintain this degree of depression and unemployment?

The continuing increase in wages and prices in the present depres-
sion would be some indication that it would require quite a severe and
prolonged depression to change people's notions of what is the proper
development of wage rates (and of the corresponding prices, since the
right of wages to increase goes together with the right of profits at
least not to fall). It would take perhaps an even more severe level of
unemployment to destroy the power of labor to force the wage in-
creases on more reluctant employers who grant wage increases only
when they feel they are forced to-i. e., that they would lose more from
the strikes and other weapons of the trade unions than they would lose
by agreeing to the higher wages (and passing them on).
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At the same time, a policy of full employment seems to have won
a firm place in the country's economic policy (even though its applica-
tion may be rather shaky), not only because of the general acceptance
of the desirability of prosperity, for human as well as for international
lolitical reasons, but because neither political party can afford the

blame for even a mild depression. With such a setup, there is no need
to worry whether the cure is worse than the disease-whether the de-
pression would be more harmful than the inflation that it would pre-
vent. This cure is not one that any government would carry out or
even seriously attempt to carry out.

None of the problems of sellers' inflation or of inflationary depres-
sion could arise in a perfectly competitive economy, because in a per-
fectly competitive economy, we cannot have the institutions and mores
that give sellers the power to push prices up. In a perfectly competi-
tive economy, all that is needed for stability of the price level is a
monetary and fiscal policy to keep buyers' demand from becoming
either excessive or deficient. No one holds back any product from the
market-or can establish a price which results in some of the potential
product or the available labor not being taken off the market, so that
unless there is excess buyers' demand, prices caimot rise, and if there
is a deficient buyers' demand, prices must fall. Unless there is full
utilization of resources, we cannot have inflation, and if there is a
depression (or recession), we will have deflation (i. e., falling prices).
In a perfectly competitive economy, we cannot have inflation and de-
pression at the same time.

But where prices are administered by decrees of large firms, and
wages are administered by joint decrees of powerful unions, together
with powerful employers or employer groups, the situation is dif-
ferent. Sellers' inflation is a byproduct of the process; and, together
with sellers' inflation, we can also have depression-indeed we will
have depression with our sellers' inflation, just to the degree that the
authorities try to cure the inflation by reducing ("excess") demand.

In an economy where there are both administered and competi-
tive sectors, the phenomenon of sellers' inflation can spill over from
the administered to the competitive part. It can even happen that the
contagion of sellers' inflation in the competitive sector is more pro-
nounced than in the administered sector. There is then a tendency to
assume that the sellers' inflation thesis has thereby been disproved.
Actually, this does not prove anything either way in the debate that
can rage as to whether the inflation is a sellers' inflation or a buyers'
inflation.

The contagion can be explained as follows. Prices and wages being
raised in the administered sector but not in the competitive sector,
there will be a switch in demand from the products of the administered
sector to the products of the competitive sector. There is then a de-
ficiency of demand in the administered sector and an excess of demand
in the competitive sector. With factors of production immobile, there
is unemployment in the administered sector, but there it does not cause
either prices or wages to fall so that the unemployment persists. At-
tempts to reduce total spending, so as to check the rise in the overall
price level, would increase still further the unemployment in the ad-
ministered sector (while removing some, or all, of the excess demand
in the competitive sector). Pressure is then put on the Government
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to alleviate the depression; and, in doing so, it must create enough de-
mand to maintain the higher price level in both sectors.

As the economy gets used to such a process, in which wages and
prices are rising all the time, an increase in strategic or key prices or
wage rates in the administered sector come to be recognized all over
the economy as presaging a general rise in prices. The competitive
sector then does not wait for the excess demand to appeal. Its workers
demand higher wages, its employers expect to be able to get the higher
prices out of which to be able to pay the higher wages, and they grant
the increases and raise the prices. They do not have to go into the
calculations of what output and elaborate price maximize profit. They
have the businessman's rough rule of thumb of a more or less tradi-
tional markup on their cost. This brings them straight away to the
position that would be reached after the excess demand has material-
ized and has been validated and adjusted by the monetary policy un-
dertaken by the authorities to cure or prevent the unemployment
threatened by the increase in wages and prices in the administered
sector.

The economist is tempted to draw diagrams showing the point of
maximum profits of a firm, competitive or monopolist, and to demon-
strate, in classical vein, that an increase in wages will move that point
to the left, reducing the optimum output of the firm and causing the
firm to restrict output and to raise the price by less than the increase
in cost. This should cause unemployment which, in the competitive
sector, would restore the previous price and wage levels. The sellers'
inflation has disappeared into thin air.

The answer to this, in classical vein, is that the demand will not
remain the same, because the phenomenon is not happening only to
an individual firm (in which case it would be proper to assume the
conditions of demand to be unchanged), but that the monetary and
fiscal authorities, in providing additional overall demand to cure or
prevent the unemployment in the administered sector, will raise every
demand curve so that the firm will be able to sell as much as before
and provide the same employment as before, even though the price is
sufficiently higher to enable the higher wage to be paid. Profits, or
the gap between cost and price, will also be higher, of course, although
in real terms, allowing for the fall in the value of the dollar, every-
thing will be just the same as in the beginning.

The answer in the businessman's language is that he has to increase
his price in proportion to the increase in costs, in applying his regu-
lar markup; and his experience is that since this is happening to every-
body, including his competitors, and employment in the country is
more or less being maintained, he will be able to pass it on to the con-
sumer.

Although the infection starts with the administered sector of the
economy, there is no reason why the epidemic should not hit the
competitive (and nonadministered monopolistic) sectors of the econ-
omy sometimes more severely and sometimes less severely than it hits
the administered sector. This is why the observation that prices rise
more or rise less in the unadministered sector than in the administered
sector proves nothing at all either way as to whether the inflation is a
buyers' inflation or a sellers' inflation But only a sellers' inflation is
compatible with a depression.
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The inflation and the inflationary depression that result from ad-
ministered wages and prices have important similarities to, and are
no less socially harmful than, the monopolistic exploitation that would
result from the administration of excessive prices by public utilities! -
We have gone a long way toward eliminating the latter evil by the
regulation of prices that may be set by public utilities for the services
they supply. The same kind of device can be used to eliminate the
former evil. Just as the public utility prices can be and are being
regulated so as to prevent monopolistic exploitation, so administered
prices and wages can and should be regulated, so as to prevent sellers'
inflation and the depression it may bring with it.

The regulation of administered prices and wages so as to prevent
sellers' inflation would have to follow somewhat different lines. It
would not be directly concerned as to whether there is more than or
less than a fair rate of return on investments. That would be left to
the strong competitive forces that still prevail in our economy. Nor
would any other regulations whatsoever be involved other than price
regulation. The function of the regulation here proposed would be
only to prevent restrictive prices or wages from being administered.
A restrictive price is one that results in the demand for a product
falling below capacity output. A restrictive wage is one that results
in less than full employment in the specific labor market to which it
applies. With a monetary and fiscal policy concentrating on the main-
tenance of adequate buyers' demand for full employment at a con-
stant price level, while preventing buyers' inflation, it would be
possible for wages per hour to rise on the average at the same rate
as productivity per hour, with aggregate profits rising too at the
same pace as aggregate wages and aggregate output, (except that in-
creases in the degree of competition, which might be induced, could
reduce the share going to profits and increase the share going to labor).

The regulatory body would therefore have to follow a set of rules
which would do the following things:

(1) They would permit an administered price increase only
when production and sales are at capacity. Such price increases
should not be withheld on account of profits being high.

(2) They would enforce decreases in administered prices
whenever production and sales are significantly below capacity.
A price decrease should not be waived on account of profits being
low, or even negative on this item in the firm's output, as long
as the price more .than covers current operating costs (more
strictly short period marginal costs).

(3) They would permit increases in administered wages in
general at a rate equal to the average trend of increase in national
productivity.

(4) They would permit increases in administered wages
greater than this wherever the labor market is tight-with say
less than half the national average rate of unemployment.

(5) They would permit only smaller increases in administered
wages, or no increases at all, where the labor market is slack-
with say more than twice the national average rate of unemploy-
ment. (The expected continuing increase in product per head
makes it possible to avoid reductions in money wages although it
is unavoidable, for price stability, that some prices must fall if
others rise.)
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This is, of course, not a fully worked out solution ready for imme-
diate application. There remains much to be developed-such as
generally acceptable criteria of capacity of different firms and indus-
tries and generally acceptable measures of slackness or tightness in
particular labor markets, or measures for dealing with possible at-
tempts by monopolistic industries to restrict the installation of
capacity, if they are prevented from restricting the utilization of
existing capacity. (This would bring out the existence of a specific
monopoly situation that calls for treatment quite apart from the
problem of inflation.) The intensification of competition which the
regulation would enforce would also, in some instances, lead to the
elimination of high cost competitors. While the public would benefit
from the increased efficiency of the economy-in higher wages and
lower prices-such elimination of competition would conflict with
certain existing so-called antitrust policies that have become in effect
anticompetition policies and need to be reconsidered.

There remain also important problems of organization and admin-
istration of the regulatory body, as well as the need for widespread
and intensive public discussion to bring about the familiarity with,
and the understanding of, the nature of the proposed regulation which
is essential for its effective operation in a democracy. And in the
course of such examination and debate, important developments,
changes and improvements are to be expected. Nevertheless, the gen-
eral lines indicated seem to be inevitable if sellers' inflation is to be
attacked directly and if we are not to depend on irrelevant nostrums
or pious exhortation because we do not dare to attack the problem at
its roots.
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THE DESTABILIZING INFLUENCE OF RAW MATERIALS
PRICES

Ruth P. Mack, National Bureau of Economic Research, Inc.

Spot prices and other prices of many raw materials fluctuate in a

sensitive and extreme fashrioii. They are at the tail end of the price

structure and swing widely. The question that I want to explore

is the extent to which the tail wags the dog and, particularly, thereby

helps to drive him uphill. To put the matter in another way, is it

possible that the response of alf prices to swings in sensitive prices
tends, under conditions that presently characterize our economy, to

foster an upward trend in the price level? It seems highly probable

that the answer is "Yes."

SUMMARY OF THE ARGUMENT

Over the past decade and in earlier years, as well, the prices of

manufactured-goods have tended to show an upward trend relative to

those of the raw materials of which they are constituted. Increases

in labor costs do not account for the growing spread. Doubtless,

more extensive processing, packaging, and increased distributing
costs, and certain social costs borne by the manufacturer, have filled

the gap.
But in spite of their diminishing importance over considerable

stretches of years, it seems probable that the gyrations of raw ma-

terials have contributed materially both to the fluctuation and to the

upward trend in the price level. The reason is that, on the one

hand, their extreme fluctuations are transmitted to later stages of

production. On the other hand, the price of fabricated goods re-

sponds more agilely to a rise in crude materials prices than to a fall.

Sensitive materials prices, in other words, operate on the price level
like a rachet jack.

Change in the price of crude nfaterials, like&any cost, affects the

price of the fabricated product. It also affects other prices by in-

fluencing expectations about prospects for prices and delivery con-

ditions. The resultant change in short term demand-supply rela-

tionships affects prices at the later as well as at the earlier stages of

production through which the basic product passes to the final con-
sumer.

It is the contention of this paper that these two avenues whereby

the price of crude demand-oriented materials influence other prices-

the avenues of cost and of their implication in buying or inventory
waves-join to cause rises in crude prices to be promptly and liberally

reflected in rises in other prices. However, the rigidities of other

aspects of the cost structure, along with common interpretations of

the influence of price reductions on short-term demand, cause the

response to falling sensitive prices to be far less wholehearted.
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In view of the built-in resistance to downward pressures, reduction
of upward movements is in the public interest. The analysis of process
has implications about how such reduction might be achieved.

THREE CHARACTERISTICS OF THE TEMPORAL ASSOCIATION OF RAW- AND
PROCESSED-GOODS PRICES

Chart I shows an index of spot-market prices of 13 industrial com-
modities. They include scrap prices for copper, lead and steel scrap,
tin, zinc, print cloth, cotton, wool tops, burlap, hides, tallow, rosin,
and rubber. Just below it is the Bureau of Labor Statistics' price
index for wholesale prices of crude materials other than foods and
fuels. This index covers the many such items priced by the Bureau
and weights them according to their sales to manufacturers. The
third line is the Bureau of Labor Statistics' index of wholesale prices
of intermediate materials. The fourth covers all manufactured com-
modities other than farm and food products.
Correspondence in cyclical fluctuation

The chart shows that many of the fluctuations in any one series are
also found at about the same time in the others; these common move-
ments are marked by an X placed at their peak and trough months.
(Other not generally shared reversals in direction are marked by 0,
and are discussed later.) The correspondence lessens as the eye moves
down the chart but even where the locations of maximums and mini-
mums are not found at the same time in raw and in processed goods
there seems to be a good bit of almost immediate response at the
intermediate stage to price changes of crude materials. The associa-
tion is clearer in rate of change. For individual commodities, ofcourse, the association is considerably closer in spite of the fact that
price indexes of partly finished or finished goods are notoriously im-
precise images of the prices (including allowances for changes in
terms and quality) at which sales are actually made.
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Greater anplibtude of fluctuation in crude-materials prices
The chart also shows that spot prices move more widely than all

crude non-food-materials prices and a great deal more widely than
wholesale prices of goods that have undergone manufacturing proc-
esses. If, for each series, we add the falls from the peak to the sub-
sequent trough to the rise from the trough to the subsequent peak
(turns marked with X on the chart), the average rise or fall per
month for spot prices is 2.4 percent of the level in 1947-49. The
corresponding figure (excluding foods throughout) for crude mate-
rials is 1.2; for intermediate goods, 0.6; for all manufactured goods,
0.4: and for finished manufactured goods, 0.3.

Crude materials other than foods constituted in 1947 about 6.9
percent of the value of the sales of all industries other than food
industries. If we exclude the duplication of sales among manu-
facturing industries, crude materials constitute about 18.5 percent
of shipments other than foods to the final-demand sectors such as
export, Government, gross private capital formation and consumers.
The relatively heavy fluctuation of crude prices can account for a
very large proportion-an average of 57 percent-of the cyclical
fluctuation of the price of finished manufactured goods other than
foods during the 11 years, 1947-57.'
Upward trend in processed-relative to crude-materials prices

Over stretches of years there has been a tendency for prices of fabri-
cated products to rise more (or fall less) than those of the crude
materials of which they are made. Information for two periods may
be reviewed.

Continuous indexes, those shown in chart 1, are available beginning
January 1947. They show price trends after the immediate disrup-
tions of wartime controls and decontrols have spent their force. From
January 1947 to December 1957 the index of spot-market prices
showed a net fall of 15 percent of the 1947-49 level. (Taken to its
peak at the end of 1955, there was a net fall of 10 percent.) All
crude material other than food and fuel rose 16 percent of their 1947-
49 level, labor cost per unit of output rose about 15 percent and, even
if calculated along a trend line that covers 25 years (on the assump-
tion that employers tried to adjust for wartime changes), rose only
about 27 percent of the 1947-49 level during the last 11 years. The
price index of all manufactured goods other than foods, on the other
hand, rose 34 percent of the 1947-49 average, and of finished manu-
factured goods other than foods, 33 percent.

I am indebted to Beatrice Vaccara for providing the estimates of the proportion that
crude materials constitute of gross and net manufacturers' shipments, as explained in the
text. To estimate the percentage of cyclical fluctuation in finished-goods prices that canbe due to fluctuation in crude materials, I add the cyclical rises to the falls ("rises" and"falls" are marked by X in chart 1) in crude materials prices and apply it to the crudesector-1 .5 cents on 100 cents' worth of finished goods. This accounts for 57 percent
of the rises and falls (analogously marked) in the price of finished manufactured goods
other than foods. This figure for the whole period averages very different relations foreach expansion and contraction. For contractions, the figures are a great deal higherthan for expansions.
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The differential trend of raw and manufactured goods prices after
World War II was not the result of 1 or 2 freak movements, nor
of differences in the date at which turns occurred, nor of the be-
havior of labor costs. Comparing movements that are shown as
matched on chart I, the ratio of rises in spot-market prices to cor-
responding ones in margin over labor costs 2 is always larger dur-
ing contractions than during previous and following expansions in
spite of the fact that expansions in manufactured prices were usually
longer than in raw materials and contractions shorter. This was also
true when crude materials, rather than spot prices, were compared
with margins. Another way of describing these relations is to say
that when spot prices or crude-materials prices rose, manufacturers
raised prices more, even after allowing for the probable increase in
labor costs, than they lowered prices when materials prices fell, assum-
ing that here, too, they would wish to allow for the movement of labor
costs. Failure to allow for labor costs increases the difference.

It would be useful to test whether the same tendency appeared for
matched pairs of prices for particular industries. But I have not
tried to assemble these comparisons for the postwar decade. There
is, however, an interesting group of well-matched prices for raw
products and finished-goods prices for 18 industries, 1913 to 1935.
These annual figures were collected by Solomon Fabricant many years
ago. They, like the aggregate data for the recent decade, exhibit the
tendency for finished prices to rise more over the years than the price
of the major constituent, crude materials.

Figures are given in table I. They make rough estimates of trends
by using trough-to-trough measurements. Ratios over 1.00 in col-
umns 2, 4, and 6 indicate the presence of the lesser trend change of
crude materials. The second column shows that this differential trend
occurred in 15 of the 18 industries over the 20 years between about 1913
and 1933. Labor costs could not have been responsible, since cost per
unit seems to have been about the same at the two dates. Columns 4
and 6 show that the same differential trend was present in 15 or 16 of
the 18 industries when additional trough-to-trough measures are
used to break the period into change during and after World War I.

IThe allowance for labor costs was based on changes In a 12month moving average
of production-wvorker payrolls per unit of output as estimated in Productivity, Prices, and
Incomes, materials prepared for the Joint Economic Committee by the committee staff,
table 52. In determining margin, it was assumed that labor cost constituted 40 percent of
the total cost of manufacturing.
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TABLE I.-Trend in prices of manufactured goods compared to that in prices of
crude materials, 18 industries, 1913-38

Prewar trough to Prewar trough to Postwar trough to
1932-33 trough I postwar trough I 1932-33 trough I

Ratio, Ratio, Ratio,
prices of prices of prices of

Percent manufac- Percent manufac- Percent manufac-
change tured goods change tured goods change tured goods

to crude to crude to crude
materials materials materials

(1) (2) (3) (4) (5) (6)

Bread and products -140.0 2 171.0 1.43 81.Flour and grain mill products 55 0 2.55 1 19.1.78
Butter, cheese, and processed milk-. 1.09 j 137.4 } 1.00 564 1. 09Milk, raw at farm -70. 9 1.09---137.0 } 1 1Metpcigproducts-------- 801 .2 123.8 }6.9- 1Livestock and poultry 1.28 113 1.09 1.17
Sugar, granulated----------- 93.7 1.12 139.2 1104 67.31Sugar, raw- -83.5 [12 133.3 J [04 62.6 1.08
Tobatcco prr ducts-----------128.0 ~ 17 1 7
Tobacco leaf--l 51.7J 2.48 169.7 .1.04 345 2.37
Cotton goods -118.9 1 85 198.9 1 53 59.8 1Cotton, raw -64.2 I 148.2 5 1.34 43.3 [38
Woolen and worsted goods 113 1.88 178 . 1.67 63. 1.13
Siolk, raw -45------------ 6.6 }107.1 .156.65
Silk hose- -64 1.41 17} . 89 41.0
Bides and skins-- - - 1358. 4.01 180. to 2.15 Oj 187Boots and shoes -158--------- 3. 83.8 47}8
Auto tires and tubes -28 4 } 4 8 74 4 35 .Rubber, crud% ----------- 5.4 1 892.93 1.67
Paper-----------------154.0 } 8 80.0 } 1.40{ 2-: ..
Wood pulp -8-2 °8-}-1. 86 129.0 8 1 64 1.33
Fertilizer materials -84-1 --- 76 5 .91 41 2 1.08 54.2 .84Fertilizers maeixed -76--2--.91---I84 2 136 } 4

8
'5 .8

Petroleum products -66. 3 158.7 ) 41.8
Petroleum crude 121.8 54 281. 8 j 43. 2 .97
Flaxseed --- 87. -6 } [.18 137.1 1 63.9
Simple processed iron and steel---- 128.1 l 97 155.1 687 82.6 1.11Pig iron-131. 7j I- 177. 6 - 13157 74.2
Copper products-----------83.81 [6f104.3 [.11 6.
Copper ingots ---------- 41.- 6 j 1 56 94.2 4 4{ . 1.o41Lead pipe---------------115.31 11 125.61 9[8 1 [3
Pig lead -82.0 1.4 117.6 } 1.07 69.7 1 1 2
Zinc sheet -117. } 1.90 -97.3 5 } 110 { 6.3 1} 1.[72Zinc slab ---------- [----- 6' 97.5 631

I The prewar trough was located-at the lowest figure reached by each index, 1913 to 1915, inclusive. The
postwar trough was located at the lowest figure reached by each index, 1921 to 1922.

Source: National Bureau of Economic Research; compilations of annual price indexes, 1913 to 1935.

THE CAUSAL ASSOCIATION BETWEEN PRICES OF CRUDE, DEMAND-ORIENTED
MATERIALS AND PRICES OF PROCESSED GOODS

The fact that raw materials have tended to rise less over the years
than the prices of fabricated goods may seem to absolve them from
responsibility as a potential inflationary force. But to do so is, I
believe, to misunderstand the process whereby raw, particularly spot
market, prices affect other prices. We live in a world in which there
are few free competitive markets in the sense defined in Economics IA.
Most prices, at least for processed goods, respond to other forces as
well as to those of free competition. Businessmen make explicit
decisions about them; product prices are in part "administered."

Changes in crude materials prices bear on ie ciaracter of decisions
about product prices. In the context of this investigation, the point
of chief interest is that they are likely to bear in a somewhat different
way when prices are going up and when they are going down. To
describe the character of this difference, it is necessary to concentrate
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on sensitive prices for whichl changes in demand rather than extreme
changes in supply are the primary source of usual market variation.
A large proportion of basic industrial materials are of this sort.
Characteristically, prices tend to rise and fall with rises and falls in
orders and output. To see how this fact, and some others that I shall
mention, bear on pricing strategy, it is necessary to consider two chief
ways in which materials prices can affect product prices.
Crude materials as a cost

Raw materials are first and foremost a cost of production. When
raw materials prices rise, the price of the goods in which they are in-
corporated must also rise if profits are not to be reduced. The amount
that they need to rise depends on the relative importance of raw mate-
rials in the cost structure and what is happening to other costs.

Say materials are 30 percent of the total cost of an article that sells
for a dollar. Suppose other costs do not change and materials rise by
10 percent. Then profits can be shielded by a rise of only 3 percent.4

I want to underscore the character of this calculation; it is the abso-
lute change in a cost that must be recovered, not its percentage change.

The change in finished prices that is likely to accompany a given
rise or fall in materials prices depends in part on whether other costs
are likely to be rising or falling at the same time. In recent years,
labor cost seems to have risen, at least over a good part of the time,
when materials prices rose, though its relation to cyclical fluctuation is
not very systematic. But for goods whose basic materials prices paral-
lel changes in demand, one type of cost does bear a systematic relation
to the price of materials-the overhead or burden type of expense.
Since these expenses are not a function of the months' or often even
the years' output, they tend to represent a larger cost per unit when
output is low than when it is high. Industry has also tended to add
to other costs when opportunity arose-those aissociated with further
processing of product, packaging, research, marketing and the like.

These facts suggest that it might be wise strategy to raise finished
prices, when raw materials prices and demand rise, by more than
the sum of the increase in materials cost plus any increase in actual
labor costs and minus the decrease that had been experienced in actual
per unit burden and overhead expense. The extra recovered margin
would then provide for expected further increase in labor cost and
changes in product, in distribution and the like-changes believed to
strengthen the competitive position of the company. When materials
prices and output decline, the fact that overhead expense per umit is
increasing is a reason for prices not to decline by the absolute amount
of the decline in materials.

I have analyzed how sensible business pricing policy might gen-
erate a stipulated association of changes in the price of crude and of
processed materials. But why should the asymmetrical association
to rises and to falls in materials costs be attributed to fluctuation in
materials prices any more than to the character of the other costs
and the drive to improve product and strengthen competitive
advantage?

Of course, it is foolish to isolate any one factor in a total situation
and say it governs the rest. I claim merely that sensitive demand-

' Ten percent of 30 cents Is 3 cents. Three cents Is 3 percent of a dollar.

23734-5S-19
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oriented raw materials prices play a more important role in the causal
nexus than their position as cost justifies. One reason for this is
their publicity value. Since, these days, pricing policy is defended
at the labor bargaining table, at the lecturn and in the press, publicly
reported costs-those of materials prices-that are rising swiftly
provide a valuable talking point.

But a more important reason for assigning materials prices a stra-
tegic role in this process is a second avenue of impact of these prices
on those of processed goods.
Materials prices and buying waves

The prices of demand-oriented sensitive raw materials, particularly
prices quoted daily on open markets, provide a basis for expectations
about market conditions. The expectation involves delivery condi-
tions, selections, and price, and, typically, all three factors change
together. A change in the price of a sensitive crude material often
bespeaks changes in supply conditions in markets in which the crude
material, semifinished goods made from it, and often even finished
goods are bought by manufacturer or distributor. The appropriate
response to an expectation that prices will rise, deliveries lengthen,
or selections thin is that of extending the number of weeks' supply
of materials held on hand and on order. A fall in the price of crude
materials can have the opposite implications at any or all stages of
a vertical sequence of production operations.

Needless to say, the buying associated with optimistic expectations
influences the price of the raw product just as changes in its price,
via the expectations based upon it, influence buying. Moreover the
process as a whole is affected by conditions of final demand. These
processes, like most social processes, are partly circular. The point
is simply that this circular process is one that links sensitive prices,
via buying waves for intermediate goods, to the prices of manufac-
tured goods. Price fluctuation in raw commodities is increased by
the buying waves and fluctuations of finished prices are also thereby
increased. I shall come next to why the upward fluctuations may
well ba more augmented than the downward one, but, first, can one
demonstrate the association of sensitive prices and buying waves?

As evidence on this point I submit three charts. The first applies
to hide prices in the interwar years. The monthly course of hide
prices was "predicted" by two variables: (1) Shipments of leather
to leather-goods manufacturers and (2) a ratio depicting what may
be thought of as a tug-of-war between buyer and seller to acquire in-
ventories of hides and of leather. I call it the "stock-location ratio";
purchased and in-process inventories (leather in the hands of leather-
goods manufacturers and raw or in-process hides in the hands of
tanners) are divided by finished stocks (leather in the hands of tan-
ners and hides in the hands of packers and dealers). The ratio de-
picts the efforts-stronger at some times than at others-of customers
to buy stocks away from sellers. The calculations indicate that these
efforts have an important impact on hide prices, just as expectations
about hide prices must influence buying behavior.
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CHART II. CONTRIBUTION OF EACH Two VARIABLES TO THE ESTIMATION OF HIME PRICES, 1922-391

19Z2 19Z3 1924 1925 1926 1927 1928 1929 1930
'Estimated prices are computed by the following formulas developed by

the method of least squares:
1922-31: P=-3.98+6.089 R ±1.6578
1932-39: P=-2.46+2.534 RI +2.4438

where P is price per hide in dollars
R Is the stock-location ratio
S Is leather shipments by tanners In millions of equivalent hides.

l I I A----A lal l I
1931 1932 19535 1934 1935 1936 1937 1938 1939

Coefficients of multiple correlation are: 1922-31, 0.86; 1932-39, 0.81.
Regression coefflicents exceed their standard errors of estimate by between
6 and 18 times for the two values of the two variables.

Source:. Consumption and Business Fluctuations: A Case Study of the
Shoe, Leather Hide Sequence, by Ruth P. Mack, National Bureau of Eco-
nomic Research, 1956, pp. 225. 226.
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Similarity in the course of stocks, orders, and prices is also indi-
cated in charts III and IV. Chart III makes comparisons for a
group of semidurable industries. In the first 2 lines, an index of 9
spot prices may be compared with orders received by the manu-
facturers but not yet shipped to their customers. Unfilled orders, of
course, increase as buyers try to provide further ahead; they decline
as buyers return to a hand-to-mouth position. The third line is the
stock-location ratio-purchased materials and in-process stocks of
semidurable-goods manufacturers divided by their finished-goods
stocks. Chart IV shows just the same three series for manufacturers
of primary metals. In general, the three series seem to show a strong
similarity within the industry sequence and sharp differences when
the two sets of prices are compared. 5 Similar differences apply to
the two sets of unfilled orders and to the stock-location ratios. Note
how the semidurable series all decline throughout 1948 whereas metals
do not decline sharply until the beginning of 1949. The 1949 trough
is earlier and sharper in the semidurable group than in two of the
metals series. The post-Korean peak is sharp and occurs early in 1951
in semidurable manufacture. In metals it spreads out through much
of 1952 as the huge defense contracts stimulate the metals industries,
though price ceilings affected the course of prices in 1951. The
trough in both sets of data seems to locate in 1954, but the nondurable
group rises to a peak in 1955 and starts to decline, whereas metals con-
tinue to rise well into 1956. It seems proper to conclude that the
charts suggest an intimacy between buying waves and the most sensi-
tive prices in the vertical sequences of industries concerned. I have
little doubt that finer analytic tools and deeper understanding of the
process would make it possible to sharpen the demonstration.

-To some extent the price series Is an element In the other two, but its Influence could
not be responsible for the basic similarities. The spot prices included In the price Index
apply at most to only a small part of the purchased stock since these are purchases at all
stages of manufacture and of all materials that are used. The raw materials deflators
calculated by the Department of Commerce have far gentler contours than the spot price
Indexes. In the stock-location ratio, the presence of a price element In both numerator
and denominator further reduces the Impact of prices on the course of the ratio.
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Asymmetry in the response to rises and to falls of crude prices
I come now to why sensitive materials prices seem to have a special

responsibility in furthering an upward trend in price. The reason
involves why their upward fluctuations are more willingly reflected in
selling prices than their downward ones.

The causal association between prices of crude, demand-oriented
materials and prices of processed goods involves materials as an ele-
ment in cost, that is, the relation of rises and falls in materials costs to
the total cost structure. It concerns also the association between sen-
sitive prices and buying waves for those commodities for which supply
factors are not subject to abrupt autonomous change-demand-
oriented sensitive prices. Changes in prices arouse expectation
about further change; buying intended to lengthen or shorten market
positions results at any or all of the vertically related stages; buying
affects prices. Thus the buying wave, more popularly called an in-
ventory cycle, is inextricably involved with sensitive materials prices.
It is involved in several ways.

The first way involves the effect on demand of a change in price.
We know from Economics Al that the maximization of utility implies
that a rise in price alienates demand and a fall stimulates it, other
things the same. The previous section indicated how "other things"
undergo systematic shifts because of price-associated expectations. A
man will buy materials to lengthen his market position when he ex-
pects markets to tighten; he will buy less when he expects them to
slacken. My point now is a further one: he is more willing to pass on
the rise than the fall in materials prices to his own customers because
he expects the demand of his customers to be, like his, stimulated by an
expected rise and discouraged by an expected fall in price (providing,
of course, he believes that his competitors, having experienced the
same buying problems as he has, will handle their selling problems in
the same way). Thus he has two reasons for raising prices-the fact
that costs have increased- the fact that he expects that short-term
demand will, if anything, be stimulated rather than repelled.

The impetus to pass on a fall in costs ordinarily comes more from
the pressure of the buyer than from the spontaneous wish of the
seller. This is true particularly since the argument of the previous
paragraph applies in reverse-a price reduction in and of itself can
be expected to discourage expectation-related demand. But the sell-
ers' resistance to reducing prices may be paralleled by less than in-
sistent pressure to do so on the part of his customers. When tight
markets have continued long enough for stocks of purchased mate-
rials to have built up, the owner of the stock is wary of setting a
downward spiral in motion by forcing price concessions from his sup-
plier. The accounting law of cost or market, whichever is lower,
means that loss on inventories will follow a reduction in materials
prices. It may be better strategy to decrease buying and use up stocks
before pushing for lower prices.

The argument suggests that prices of manufactured goods would
lag sensitive materials prices more persistently at peaks than at
troughs. The scanty number of observations covered by appropriate,
readily available price statistics shows manufactured-goods prices lag-
ging sensitive prices at each of the four major peaks that the data

281



282 ECONOMIC STABILITY AND GROWTH

cover whereas at troughs, they lead once, synchronize once, and lag
once.6

The line of thought that emphasizes the link between sensitive
prices and buying waves and the asymmetrical influence on pricing
policy for rises and falls should be subject to test. One implication is
that were it possible to hold other relevant factors constant, com-
modities having a high degree of cyclical variability of raw prices
should tend to have finished-goods prices that have a trend rise far
greater (or fall far less) than that of the price of the major raw
materials of which they are composed. Small differential trends
would be associated with low cyclical variability. The only data that
could readily be used for the test were the 18 industries for which
Fabricant had prepared price indexes for two or more stages of fabri-
cation.

These figures seem to exhibit the sort of correlation between vari-
ability and differential trend that one would expect, though the test
can only be thought of as highly tentative and requiring further
substantiation.7

PROBLEM AND THERAPY

In industries in which short-run changes in the prices of basic raw
materials respond primarily to changes in demand rather than to
sharp autonomous changes in supply, there is a triple causal associa-
tion between materials prices and product prices. First, materials
prices are a business cost which, like other costs, must be recovered in
selling price. Second, the fact that many crude materials prices are
promptly and publicly reported gives them an instrumental value in
recovering actual and expected increases in labor costs or increases in
other costs which are expected to improve the competitive position
of the company. Provision for increased complexity of product, pack-
aging, marketing, research, are cases in point. Third, materials prices
are linked with buying waves, and the associated inventory cycles, as
cause and effect.

These several causal links between prices of crude materials and of
products are relevant to the subject of this inquiry in two ways. In
the first place, materials prices impart cyclical instability via all three
causal links-enough to account for a large part of the cyclical flue-
tuation in the price of finished goods. The three causal links con-
tribute to this result in various ways. As cost alone, the high per-

G Comparisons are for 1937, 1939, 1948, 1949, 1951, 1953, and 1957. The data usedare: Bureau of Labor Statistics price indexes: all manufactured goods prices (excluding
crude materials) since 1947 and combined semimanufactured and finished goods prices,
1935 to 1946. For this earlier period, sensitive prices were represented by an index of
spot-market prices of 28 commodities and beginning in 1947 by spot-market prices ofindustrial commodities (shown in chart I). The lag (+) or lead (-) of manufactured
prices relative to sensitive prices is: at peaks +5, +8, +1, +28, and troughs 0, +5,or -10.

7 For the 15 industries in which raw-materials prices -rose less or fell more 1913 to 193Zthan did finished prices, average year-to-year differences in price indexes of raw materials,
adjusted for the trend component, give a rough measure of cyclical price variability. We
rank these figures from greatest to lowest variability and compare the rank standings foreach industry with a second set of rank standings that are based on the spread betweenraw and finished goods prices between the trough in 1913, 1914, or 1915 to the trough in
1932 or 1933. Of course, other variables that ought to be controlled Include differences
among industries with respect to the trends in productivity, importance of materials a&a cost, and peculiarities of supply conditions; institutional characteristics that influencethe capacity to administer prices and the objectives to be thereby served. None of thesematters could be controlled; but two industries, sugar refining and linseed oil and mealmanufacture, had very few firms and low materials costs. Omitting these, the rank
correlation for the 18 industries was 0.60 which is significant at the 5-percent level.
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centage fluctuation of crude prices is watered down because they con-
stitute only a fraction of all costs. Also the slow leaching of costs
through the productive process delays the impact of raw on finished
prices. Their involvement with buying waves, on the other hand,
increases the promptness and extent to which changes in crude mate-
rials prices reappear in other prices, since the short-term shifts in
demand-supply conditions that accompany buying waves have a direct
impact on prices not only of crude materials but also on prices of
intermediate and finished products.

Second, materials prices act as agent in facilitating an upward
trend in the price level. Here again all three causal links play a part,
but that of instrumental value and, especially, buying wave is par-
ticularly important. The impact of buying waves on the advantage
of buyer and seller during periods of tightening demand is such as
to further a rise in product prices relative to materials prices which
is proportionately greater than the relative fall dictated by the ad-
vantage of buyer and seller during periods of hesitant or slackening
demand.

The line of thought that I have outlined suggests that crude ma-
terials prices is an advantageous point at which to take steps to reduce
cyclical fluctuations in prices and to curb their upward trend. What
steps may be advisable?

The direction of the cure is implicit in the analysis of the process.
It involves the damping of buying waves. This would reduce fluc-
tuations in the price of demand-oriented crude materials. It would
reduce the impact of fluctuation in materials on later stages of manu-
facture. It would reduce the ratchet-jack aspect of the process.

Though we know far less than we need to know about the alter-
nating over and under buying of stock in trade, it seems clear that
one element that generates this alternation is fear of scarcity. In
connection with certain materials, it may be feasible to diminish
fear of scarcity by the presence of reserve stocks handled in the inter-
ests of price stability.

But perhaps the most promising attack on actual scarcity is to
lessen imagined scarcity which tends to validate imaginings. It is
therefore reasonable to suppose that better and more complete infor-
mation about stocks and orders-new and outstanding orders-would
reduce surges and cessation in buying.

Specifically, we need information on orders received and orders
placed by the same firms; we need information on unfilled orders and
orders outstanding of the same firms. We need this information for
vertical sequences that are continuous from the first to last processor.
Information in physical units is more useful than in dollar units
but is often too difficult to obtain. This committee has shown active
interest in businessmen's expectations about sales and inventories.
Yet businessmen are not clairvoyant and the the value of orders they
receive and of unfilled orders on their books must certainly be a major
determinant of expectation about sales and stocks. Order informa-
tion is often much easier to get and much more reliable than informa-
tion on expectations. The several inquiries about statistics instigated
by this committee and executed by the Federal Reserve Board 2 years
ago were unable to cover data on orders; unfilled orders were not cov-
ered by the inventory committee and new orders were not systemat-
ically covered by the Gainsbrugh committee on expectation. It
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seems distinctly in the public interest to improve such information
both because of its value in forecasting general economic conditions
and because it would help industry in its own interest to lessen fluc-
tuation.



RELATIONSHIPS BETWEEN FOREIGN AND AMERICAN
PRICES

Gardner Patterson, Princeton University

The task assigned me was briefly to survey the problem of the
interrelationships among American and foreign price levels from the
long-term point of view. I was specifically asked not to deal with
the immediate international problems arising from the present United
States recession. My concern is with the problems arising from a
persistent uneven pace of inflation among nations, and both "per-
sistent" and "uneven" are important qualifications.

To properly assess the relationships between foreign prices and the
American economy one must have some notion as to the importance
of our international economic transactions. There is no simple meas-
ure of this. On the most general level, it can be said that as com-
pared with many domestic economic activities the numbers are rela-
tively small but that they are not so insignificant as to be safely ignored
by those formulating policies to cope with the problems facing this
committee.

I. RELATIVE IMPORTANCE OF INTERNATIONAL ECONOMIC TRANSACTIONS'

Excluding military aid, our exports of goods and services have in
recent years been running in the neighborhood of 5 to 6 percent of
our gross national product, or some 9 percent of our movable goods
production. Our imports (f. o. b.) have been equal to from 3 to 4
percent of our gross national product, or equal to some 6 percent
of the estimated value of movable goods produced in the United
States. Looked at from another angle, it has been estimated that
about 7 percent of our labor force gain their livelihood, in one way
or another, from foreign trade. For many sectors of the economy,
foreign trade-and so price changes abroad compared to those at
home-is much more important than these overall averages indicate.
For example, foreign sales in recent yepars have, on the average, ac-
counted for about 20 percent of our production of trucks, 25 percent
of our output of construction and mining equipment, 10 percent of
our machine tools, and from 25 to 40 percent of such agricultural
products as cotton, wheat, rice, fats and oils, and tobacco. For some
industries, on the other hand, exports are of very little importance:
printing and publishing, clothing, manufacturing, food processing,
and so forth. Similarly, in many areas the importance of imports is
much greater to our economy than the above overall averages suggest.
We are now depending upon foreign sources for about a quarter of

2For more details on most of the points in this section. see U. S. Congress, Committee
on Ways and Means, Foreign Trade Policy, Compendium of Papers on United States Foreign
Trade Policy (1957), pp. 15 Sf. See also U. S. Department of Commerce, Bureau of
Foreign Commerce, annual bulletins on Exports In Relation to United States Production,
in Its World Trade Information Service, and, in the same Service, Contribution of Imports
to United States Raw Material Supplies.
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our consumption of iron ore, a third of our copper and fish, half of
our raw wool and sugar, and most or all of our tin, nickel, lead, zinc,
bauxite, chrome, manganese, cobalt, and so forth, to say nothing of our
coffee and bananas.

From the aggregative point of view, it may be said that, by and
large, the greater the excess of exports over imports the greater net
financial boost or push (not always desired) our economy gets in the
first instance from its foreign trade. The size of our current account
export surplus-the excess of exports of goods and services over im-
ports, or the excess of our foreign sales over our purchases from
others-varies from year to year. Since 1950 it has averaged, exclud-
ing military aid, less than 1 percent of gross national product and
was almost exactly 1 percent during 1957. This is a small percentage.
But in absolute amounts, again excluding military aid, it averaged
$2.5 billion for the period 1950-57, and was over $4 billion in 1957.
That is to say, last year this was only a little less than most of the
recent (March 1958) estimates of the anticipated decline in 1958, as
compared with 1957, in the value of business investment in plant and
equipment about which there has, quite properly, been much serious
concern of late.

Perhaps this is enough to indicate that there are important struc-
tural and financial relationships between the American and foreign
economies. Moreover, it seems likely that these interrelationships and
interdependencies will increase in the years ahead. As our income
goes up, the variety and quantity of goods which we demand grows
and so our interest in foreign products; the evidence seems quite con-
clusive that foreign sources of raw materials will become increasingly
attractive as our production grows and as the more cheaply exploited
domestic sources are used up. Corollarily, the volume and value of
our exports, especially of manufactured goods, also seem likely to
increase as foreign incomes improve. These forces making for growth
of trade seem likely to be more powerful than the drives toward pro-
tectionism which have been such a prominent part of our landscape
in recent years.

II. TRANSMITTING PRICE CHANGES ACROSS FRONTIERS

The effects on one nation of price movements in another, and the
ways in which these effects are transmitted, are so complex that they
are not known with precision. At the outset, it should be noted that
price changes in some goods or services in one country may have vir-
tually no discernible impact on prices elsewhere. This is the case for
price changes in those many items which do not move across fron-
tiers-haircuts, house rents, and so on. There may, of course, even
here be indirect repercussions, especially through wage rates, but they
are likely to be small. Probably more significant are the cases where
price changes in one country serve to offset or counteract other eco-
nomic changes and so are not transmitted in any clearcut way. Thus,
an increase in the prices abroad of goods we import may have little
impact on our economy if it is matched by a decrease in the cost of
transportation. Or a decrease in prices abroad may largely be offset
by a rise in our tariffs. Moreover, it may often be that the markets
for certain goods are so poorly organized, or the goods so differenti-
ated, that great divergences in prices can take place for quite some
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time as between nations before consumers shift their sources of supply
or before the new prices make themselves felt abroad in other ways.

Our chief concern here is with general price levels, not just selectedindividual prices, and it can be said that any substantial change in the
price level in one country will have a noticeable impact on other
countries. For purposes of illustration, assume that prices of most
goods-and so the general price level-rise abroad faster than they doin the United States; as we shall see later, this seems to have been the
common pattern in the past decade or so. To some degree these pricerises will be transmitted directly to Americans by the simple fact that
we are likely to continue to import at least some of these goods and the
cost per unit, or price, goes up. If the price rise abroad is great
enough we may reduce the quantity of our imports and rely more on
domestic producers. But under these circumstances the domestic
producers can usually obtain a higher price than before and so, here
too, prices have increased in the United States. Another aspect of
this is that since rising prices tend to lessen the danger or force of
import competition, one of the moderating influences on price increases
at home is removed. But this is not all. If foreign prices go up
faster than ours, there is a tendency for buyers all around the world to
shift to lower-price sources; this will mean an increase in demand for
many United States goods and so more pressure is applied to our
prices.

A bit more complicated, but fully as important, is the transmission
of inflation, by which term I mean a general rise in prices, via. what
is called the "income effects." As inflation mounts in one country,
money incomes also tend to rise. As money incomes rise, the money
demand there for all sorts of goods increases. Included as the object
of this enlarged demand are likely to be at least some of the domestic
goods formerly exported plus all kinds of imports. More specifically,
still assuming the pace of inflation abroad is greater than ours, this
means an increase in our exports and a decrease in our imports. Now
if we have lots of unemployed resources, these developments will give
a welcome boost to our economy and may well increase total produc-
tion and employment. But if we are already fully employed-and
are ourselves already suffering from rising prices, though more mod-
erate than other areas-these changes will aggravate our inflation.
The actual ability of others to buy more and sell less depends on the
previous balance of trade, on the state of their reserves, on the avail-
ability of unilateral transfers and loans, etc. If the first were unfa-
vorable, the second low, and the last very limited, then the situation
cannot long continue. But this state of affairs would raise some impor-
tant policy issues for us which will be noted later. It was suggested
earlier that changes in the overall inflationary pressure (wanted and
unwanted) put on one economy by inflation in another via these income
effects can roughly be measured in the first instance by the changes in
the size of the export surplus; the absolute inflationary impact on the
more stable economy over time, however, will be some multiple of
this surplus, inasmuch as a large part of the additions to its national
money income represented by the surplus of foreign sales over pur-
chases will be spent again and again inside the country and only
a part will "leak out" through domestic savings, higher taxes, and
larger imports.
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Inflation also is sometimes quickly spread among nations via the
speculative channel. This is most likely to affect countries for which
raw materials bulk large in imports (as the United States) or in ex-
ports (as many of the underdeveloped countries). Once the prices
of raw materials start rapidly upward, for whatever reason, the fact
of increase tends to encourage users to accumulate inventories, these
goods typically being storable. The supply of most raw materials
tends to be price inelastic, which means that any such increase in de-
mand tends to have a very great effect upon prices. Thus both the
importing and the exporting countries tend to inherit inflationary
pressures from one another. Similarly, of course, once raw material
prices start to fall they tend to fall far and fast.

The international transferral of inflations also takes place via its
effects on a nation's terms of trade. An increase in the price of im-
ports as compared with exports-a deterioration in a nation's terms
of trade-means that the nation suffering such an adverse movement
must increase the physical quantity of her exports to maintain the
previous quantity of imports. This means (unless the worsening
terms of trade are the result of at least a proportionate increase in
productivity in the production of the exports) that, as compared
with the previous situation, there are fewer goods available for pur-
chase inside the country and this, of course, is inflationary. This
phenomenon has had great quantitative significance for England in
recent years, especially after Korea. It has been less important,
though not negligible, for the United States inasmuch as our relative
dependence on imports is much smaller.

m. RECENT PATTERNS OF RELATIVE PRICE MOVEMENTS

If inflations do spread across frontiers, as has just been argued,
then it is important to know whether, in fact, in recent years infla-
tion has proceeded at different rates in different countries, and, if so,
where the United States has stood on the ladder.

Price data are not available for some countries and international
comparisons of price movements are fraught with possibilities of
error, stemming from the wide differences of items covered, gross
inaccuracies in observation, incomparability of many items whose
prices are compared, the irrelevance of differences in prices for certain
comparable goods and services, and so forth. Nonetheless, readily
available data for most of the countries which now supply 1 percent
or more of United States imports do show such great differences in
the relative price movements that one can conclude, in the light of
what has been said above, that a source of problems for the United
States exists here.

The actual comparison varies much, depending on the year chosen
for the base of the price indexes used. In the early postwar years,
1945-48, as the United States abandoned its controls more quickly
than other nations, prices here very often rose faster than in many
foreign countries where price controls were retained. For the decade
since then, however, a substantial majority of countries appear to
have more inflation than the United States, as the table below shows.
That is, for the years 1948 through 1953 these data indicate the
United States was subjected to serious inflationary pressures from
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abroad. Since 1953 the rate of inflation has tapered off in most coun-
tries and the degree of difference has declined, but inflation still
continues and it continues unevenly.

TABsLE I.-Comparison of domestic inflations, autumn 1957

1948=100 1953=100

Whole- Cost Whole- Cost
sale of sale of

prices living prices living

Chile 1,880 1,650 Chile ----------------- 96 636
Argentina - -590 Brazil-195 212
Indonesia - -347 Argentina - -182
Brazil -372 342 Indonesia - -163
Japan -291 195 Colombia-160 140
Peru -274 209 Peru --------------------- 136 127
Colombia - -206 Mexico-135 143
Mexico -205 200 France - ---- -------- 119 111
Australia -204 201 Sweden -108 113
France- 183 185 Australia -108 113
United Kingdom-159 153 United Kingdom -107 118
Sweden-150 147 Netherlands . 107 117
Netherlands -143 152 United States -107 106
West Germany -117 117 Belgium -106 109
Canada -115 127 Denmark -105 113
Betgium - 113 115 Japan -105 111
United States -113 118 West Germany -105 108
India-108 115 Switzerland -105 107
Switzerland-103 111 Italy- 103 114
Philippines I -103 104 Canada -101 107
Italy -99 132 India -101 16
Venezuela ---- ------ 97 120 Philippines-101 106
Cuba - -90 Cuba -100 97

Venezuela ---- 99 102

1 1950=100.
Source: Calculated from data published in United Nations, Monthly Bulletin of Statistics, various 1957

issues.

To us in the United States foreign prices have meaning only when
translated into dollars and this requires a foreign exchange rate. A
good many foreign countries have devalued their currencies during
the past decade and so the above prices do not accurately reflect the
prices to us in terms of dollars. Indeed, often devaluation was nec-
essary in large part precisely because other countries had more infla-
tion than the United States. Thus, another very rough indication
that most other countries have suffered more inflation than we have
is the fact that of the countries included in table I above all save Can-
ada, Cuba, the Philippines, Switzerland, and Venezuela have officially
reduced the value of their currency in terms of the dollar at some time
or other since 1948. But it is also noteworthy that only the following
have officially cut the dollar value of their moneys since 1953: Bolivia,
Brazil, Chile, Colombia, France, and Mexico. Table II takes account
of these official devaluations and expresses foreign wholesale price
indexes in terms of United States dollars.

According to this calculation, the extent of inflationary pressure
which was probably applied to the United States from abroad is much
less than table I indicated. However, it must be remembered that
most countries today follow a so-called "adjustable-peg" exchange rate
policy; that is, their exchange rates are not allowed to fluctuate from
day to day or even month to month in response to market forces, but
are held fixed over long periods of time and then, if found inappro-
priate, undergo major adjustment in one fell swoop. This means that
the impact of relative differences in degree of inflation tends to be
felt for a relatively long period before the rate is adjusted.
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TABLE II.-Comparison of wholesale prices, expressed in. United States dollars,
autumn 1957

[1948=100]
Japan--------------------------- 290
Brazil '_____________--__________-185
Australia_ ------ ----.---- ----- 142
Peru - -------------------------- 134
West Germany 2------- ----------- 123
Canada--------------------------_123
France… ________________________ 121
United States…--------------------113
United Kingdom 2:---------------- 104
Philippines… ---------------- 104
Switzerland_-----------------___ _103
Sweden---------- ----- - 102
Colombia … ------------------------ g
Netherlands---------------------- 99
Belgium------------------------- 99
Venezuela------------------------ 98
Chile ---------------------------- 97
M1exico…--------------- -- ------ 95
Cuba -6-----------90
Italy---------------------------- 89
India--------------------------- 78

[1953=100]
Brazil ---------------------------
P eru_----------------------------
Chile _____________________
Sw eden ---------------------- ___
France -- --------------------
Australia --- _-__-_-_---
United States_-------------------
Netherlands ------------ ________
United Kingdom _-----------------
Belgium --------------- -------
C anada --------------------------
West Gernoany-----------------
Switzerland ---------- _________
Japan_--------------------------
India__---------_-_--_----------
Philippines -----------------------
Italy------------- ----
Cuba______________
Venezuela _______.__________
MN exico ---------------------------
Colom bia ------------------------

123
120
117
109
108
108
107
107
106
106
106
105
105
104
103
102
100
100
100

95
94

1 "Coffee export rate" used in converting domestic prices to dollar basis.21950=100.

' Index of "Home and Import Goods" prices. Exchange rate used was "Other principalexport rate."
4 Average exchange rate of 40 pesos per dollar used for 1948 and 110 for 1953.
6 Cost of living index.
Source: International Monetary Fund, International Financial Statistics, December 1957,

various tables.

Another common indication of relative price movements is pro-
vided by the so-called terms-of-trade index, the ratio of the prices of
the commodities a nation exports to the prices of the commodities
it imports. A commonly used measure of this is to divide the unit
value of exports of United States merchandise by the unit value of
United States imports for consumption, the unit values being those
calculated by the United States Department of Commerce. These
calculations are based on actual prices paid and received, rather than
on general price indexes, and take into account changes in the exchange
rate. Using 1936-38 as equal to 100, the index shows a fairly steady
deterioration from 1945 through 1951 and then a slight improvement,
with a fairly stable relationship since 1954.

Again, the possibilities of errors are great and the recorded decline
could be the result of a series of factors other than more domestically
generated inflation abroad than in the United States. For example,
important changes in the kinds of goods imported or exported could
cause changes in the index even if prices for each good remained con-
stant. Or, the higher prices for imports may have been the result of
an increase in American demand for the goods. Still, when considered
along with the other evidence this does lend support not only to the
thesis that prices have moved unevenly among nations but also to the
hypothesis that during much of the postwar period the United States
has imported some inflation.
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TAm3LE III.-United States terms of trade indew-Unit value of ewport8 of United
States merchandise divided by unit value of United States imports for con-
8U'mpttofl [1936-38=100]

1936-1938 ----------------------- 100 1951 --------------- - ------------ 68.
1940 ---------------------------- 97 1952 ---------------------------- 71
1945 …--------------------------- 107 1953 -----_______________________ 74
1946 ---------------------------- 91 1954 --------------- - -- ---- 71
1947 ---------------------------- 88 1955 ---------------------------- 72
1948 --------------------------- 85 1956 ---------------------------- 72
1949 ---------------------------- 83 1957 (January-September)------- 75.
1950 …--------------------------- 74

Source: Calculated from data In U. S. Department of Commerce, Business Statistics, 1957
edition, and Survey of Current Business, January 1958.

IV. WHAT ARE THE PROSPECTS FOR THE FUTURE?

*What is likely to happen is always more interesting than what has
happened and it is to that we now turn. In my judgment, most other
countries are likely to witness steady and serious inflation in the fore-
seeable future. Whether this will be at a faster rate than in the
United States depends on our internal policy, and I leave considera-
tion of this to others. Mly point is only that if our objective is to
have stable prices our policies must make allowance for some, prob-
ably moderate but unremitting, inflationary pressures from abroad..

For some of the industrialized countries with whom we have con-
tact, these inflationary pressures will arise in part from the defense
burdens they have assumed. Much more important, I anticipate, will
be the conjunction of (1) a vigorous pursuit by these governments of
full employment policies, (2) the existence of strong and aggressive
labor unions, and (3) the fact that much of the public now generally
believes that by energetic use of monetary and fiscal measures any un-
wanted slack in demand or employment can be successfully combated.
If, as seems to be the case in many countries, the politically and so-
cially acceptable levels of unemployment are now very small, then
tremendous upward pressure will be exerted on prices for the many
well known reasons that apply to our internal situation. One way to
insure full employment is for the Government, in one way or another,
to stand ready to increase monetary demand whenever any slack de-
velops, thus putting a floor under wages and leaving them no place to
go but up. A full employment policy by the Government serves to
increase the strength of unions, one of whose jobs is to increase the
wages of members. Moreover, trade unions are becoming more
powerful in most nations and their attempts to raise wages pari passu
with productivity increases tend, as many have pointed out, to be in-
flationary, particularly (a) if the increase in wage rates tends to fol-
low that of the more progressive industries, leaving those whose pro-
ductivity is rising less no alternative but to meet the higher labor
costs through higher prices, and/or (b) if the increase in productivity
has been made possible by increased capital costs per unit of output,
leaving management no choice but to raise prices if it is to cover
costs. Another aspect of this is that full employment decreases the
resistance of employers to wage increases, inasmuch as in an economy
with full employment and rising wages management finds it easy to
pass on its rising costs in higher prices to its customers. This may
be even easier to do in economies where the form of business organiza.
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tion, tradition, and the laws encourage monopolistic-like actions by
businessmen. Furthermore, anticipation of full employment and
rising prices encourages businessmen to invest and this can be infla-
tionary in a full em loyment situation.

Of course, all industrialized countries do not, and will not, act in
the same way on this or any other problem. Evidence of the past dec-
ade indicates, however, that the governments of many of the other
highly industrialized nations, including for example the United King-
dom, Austria, and Norway, have felt compelled to push employment
to levels well in excess of those determined as politically necessary to
the United States Thus, for example, in England, even under the
Conservative Government, unemployment greater than 11/2 to 2 percent
of the labor force has become a matter of grave concern calling for
remedial action. In the United States unemployment of these dimen-
sions would mean less than 1.5 million jobless. Italy, on the other hand,
has tolerated year after year a level of unemployment greater than we
have now.

In many of the economically advanced countries governments have
been assuming growing responsibility for providing social and wel-
fare services at steadily increasing levels. Most indications are that
this trend will continue. Such activities are, to some extent, an addi-
tional demand on the available resources, thus tending to push up
prices. There is an accompanying tendency, frequently reported, of
individuals saving less, inasmuch as some of their future needs are
otherwise being provided for. This, too, is inflationary.

Many observers believe that another fundamental factor making for
inflation in both the richer and the poorer foreign countries is the
so-called "demonstration effect" of the higher and growing United
States levels of living, increasingly made known to others as communi-
cations of all types improve between ourselves and others. The essence
of the argument here is that as others watch us constantly increase the
quality, the variety, and the amount of things we consume, their appe-
tites are whetted and they are tempted to try to "live beyond their
means." That is, the peoples of other nations attempt to consume more
than there is for sale at the present prices. The result is inflation.
Economists are not in complete agreement on this; some argue that
the"demonstration effect" of Americans' higher living standards may
encourage others to work harder, to save more, and to produce more,
with the consequence of disinflation. The latter certainly could happen.
But it is my hunch that in more cases than not the effect is inflationary.
Another factor making for a persistent rise in prices in both developed
and underdeveloped countries is that once inflation has gone on for any
length of time, as it now has in most foreign countries, to say nothing
of the United States, nearly all persons come to expect further rises,
and their attempts to hedge against this-by getting out of fixed-
income assets, asking for escalator clauses in wage contracts, and so
on-act as a forceful propellent to further inflation.

There are special grounds for fearing that in the years just ahead
inflation is even more likely to occur in the so-called underdeveloped
areas than it is in the highly industrialized countries. In addition
to the factors just cited, the governments of most of these under-
developed areas are firmly committed to programs of economic de-
velopment-that is, to rapidly and drastically altering the structure
of their economies and to attempting to industrialize them. The
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reasons for the adoption of this policy are well known to Congress
and need not be explored here.

Let it be acknowledged at once that economic development does not
of necessity lead to serious inflation. But it has done so in most cases
since World War II; and it seems more likely than not to do so in
the foreseeable future. The reasons are simple: changing the pat-
tern of production of a country and increasing total production and
productivity are likely to be relatively slow processes, not only be-
cause of technical problems but also because they usually must be
accompanied by a great many fundamental social and cultural
changes. Moreover, most of these areas are poor and so their ability
quickly to raise large amounts of additional real capital internally is

low. And, as is well known, the amount of available foreign capital
also tends to be low compared to the demands or wishes of these coun-
tries. At the same time, the governments of these countries often find
it to their immediate political advantage to hold out great promise to
their peoples on these matters and so to increase the public's expecta-
tions of rapid improvement.

This complex of considerations has, in most instances, created for the
authorities an irresistible temptation to attempt a level of capital
formation and economic development well in excess of the physically
available goods and resources. The important aspect of this in the
present connection is that the favorite devices used have been "mone-
tary" ones-budget deficits, easy construction credits, expanded agri-
cultural-aid programs, etc. Often such programs are very successful
at first. There are quite a few unemployed resources, not only labor
but also land and, sometimes, capital, that can be put to work; the
public is often willing substantially to increase its holdings of cash
for a while; until labor is better organized-such organization is often
one of the desired components of an economic development program-
wages can be held down in spite of serious rising costs of living; and,
for a time, past accumulations of foreign exchange holdings can be
spent, which action soaks up some of the new domestic cash. The
very fact of early success tends to be heady and all too often encour-
ages an ever more ambitious program. But once these early "advan-
tages" are exhausted, serious inflation begins. At this danger signal
most economists advise the governments to trim their sails and reduce
their economic development efforts. But this is asking more than can
be expected of the governments of most poor countries-often nations
with rather unstable political institutions. To them, and to many
other thoughtful persons, inflation, especially if it can be kept fairly
moderate by local standards-say, no more than 10 percent per year-
appears a far less serious problem than having a rate of economic
development less than might be the case. In practice, the inflation
often gets completely out of hand, but that is beside the point for our
present purpose, which is merely to note some of the reasons why we
may expect prices to rise significantly-say, something more than 7
percent per year-in the years ahead in the poorer countries of the
world. These countries supply many of our imports and the markets
for a good bit of our exports.
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V. IMPLICATIONS FOR UNITED STATES POLICY

My thesis up to now has been that price changes can be expected
to move among nations; that in the period since World War II in-
flation has characterized the economies of virtually every country
with which we have important economic relations; that the pace of
these inflations has varied a great deal; and that for most of this
period the United States, on balance, has probably imported a sub-
stantial amount of inflation, but this has decreased in recent years.
Finally, it has been argued that there are strong forces at work mak-
ing for continuing inflation in both the other industrial economies of
the world and in the so-called underdeveloped ones.

I would like now, briefly, to turn to some of the policy implica-
tions of all this for the United States. First of all, it seems clear that,.
in order to achieve internal price stability, the United States will have
to overcompensate for the purely domestically generated inflationary
pressures. That is, we will have to devise and pursue more rigorous-
and probably more unpopular-antiinflationary policies than our own
excesses would dictate. This is important, for it is always tempting
to pursue policies on the assumption that some of our domestic prob-
lems will be solved by the actions of others. In this field our prob-
lems will be bigger than they appear when looked at only from the in-
side.

Perhaps the next most important implication is that these considera-
tions argue for the United States pursuing a more liberal import
policy than it now does. The fact of rising prices abroad will itself
tend to curtail our imports and those that do come in, it was asserted
earlier, will tend to raise our prices. But for them not to enter our
market would make our inflation even more severe. One of the most
efficient ways of restraining inflation is to increase the amounts of
goods and services in a market while reducing the amount of money
looking for goods to buy. Increasing imports does precisely that.
By the same token, any United States Government action designed to
keep out imports has direct inflationary effects. The price-raising
effects of restricting imports may be in some small part offset if other
countries retaliate and reduce their markets for our exports, but it
is clear I think that a worldwide policy of curtailing trade all around
makes for lower real incomes for everyone in the longer run. There
are of course a host of other considerations relevant to the formula-
tion of our international trade policy; most of those also argue for
a reduction of American import barriers but a consideration of them
is outside the present assignment.

Third, if there continues to be inflation abroad and the United
States is able to stop inflation at home, or if the pace of inflation
abroad is faster than here, the attractiveness to foreigners of Ameri-
can goods will increase and the attractiveness of their goods to us
will decline. As a consequence, one may anticipate the emergence
in some form or other of what has been called the "dollar shortage,"
that is, severe pressure of the balances of payments of other nations.
As a consequence of this, one must expect an increase in barriers and
in discrimination against United States exports. Although a raising
of such barriers against our exports is to be regretted, we must refrain
from retaliating in kind, for this would only enlarge the problem
and add to inflationary pressures here in tie United States.
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The inflationary impact on us of rising prices abroad will tend to be
less as the price of foreign currencies goes down in terms of dollars.
From the point of view of maintaining stable prices in the United
States, the above analysis indicates that our policy should be to en-
courage other nations to make more frequent adjustments in their
foreign exchange rates than has been their usual practice, or at least
to widen considerably the margins about parity within which the ex-
change rates can fluctuate. Indeed, these considerations indicate
that the United States Government should reconsider its past policy
of supporting an adjustable-peg system of exchange rates with very
narrow margins which, in practice, means that the rates are virtually
fixed, i. e., the peg is adjusted only after long intervals during which
time others undervalue the dollar, and should seriously consider en-
couraging other countries to adopt a system of more flexible ex-
change rates. A policy along this line would seem to require an im-
portant change in the policies of the International Monetary Fund,
in whose deliberations the United States exercises great influence.

What can the United States properly do to help other nations avoid
inflation ? Probably not much. rhe most important thing would be
to prevent inflation at home. If we can do this, at least we will not
add to their price level problems, which, in turn, add to ours. We
also can refrain from such speculative stockpiling orgies as charac-
terized 1950 and 1951, although those foreign countries providing
strategic and critical raw materials found our eagerness to buy at
almost any price welcome enough at the time. A continuation of
our policy of helping to share the military burdens of our allies may
in some cases give relief to inflation, but in others it is likely that
our help "encourages" them to make greater domestic military efforts
than they otherwise would and so, while strengthening the free world's
defenses, it also adds to inflation. In any event, our military-aid
policy should not be importantly changed because of this considera-
tion. Probably the most important thing we can do to prevent in-
flation abroad is to resist the temptation to try to win friends in the
poorer countries of the world by building up their expectations that,
by undertaking elaborate economic development programs, they may
achieve a rapid and large-scale improvement in their economic well-
being. To do so is indirectly to encourage irresponsible inflationary

At tesm iepolicies. the same time, if their expectations are already aroused,
either by us or by someone else, then the amount of inflation they
suffer, and so in part at least pass on to us, will be less as (1) we help
these foreign governments resist resort to excessive money creation,
and (2) as we provide, through both public and private channels,
some of the capital they need to carry out their economic develop-
ment efforts. It must be acknowledged, however, that, as respects
(1), we can expect to have virtually no influence and, as respects (2)
while enough aid will stop inflation abroad, not only does aid add
directly to the inflationary pressures in the granting country (if it
is operating under fairly high levels of employment) but it sometimes
actually encourages the recipient to attempt to live even more beyond
his means. Still, oil balance, a strong case can be made for providing
some help to the underdeveloped countries in their investment pro-
grams. And there are a couple of clear-cut general guidelines as to
the sort of investment that should be encouraged by us to the extent
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that our aim is to reduce inflation abroad: the favored projects should
be ones promising fairly quick returns-and so leading to fewer frus-
trated expectations; and they should make use of resources with which
these countries are most favorably endowed rather than those that
they only wish they had. A policy of discouraging unduly ambitious
development efforts and of facilitating those where there is good
prospect for genuine economic advantage is admittedly most delicate
and difficult. But the problem of coping with inflation is difficult-
and important-too.

My conclusions from all this are that the problem of stabilizing
prices in the United States will be made more difficult in the years
ahead, as it has for many of the past several years, by the fact that
serious inflation is likely to characterize for the indefinite future many,.
if not most, of the other economies with whom we deal. Although
the impact on our domestic economy of foreign trade and of disparate
international price movements is of much less importance for us than
such matters as our internal wage rates, productivity changes, defense
costs, Government fiscal policy, etc., it is much too important to be
ignored. The more important implications of this for our domestic
policies are that we must take even sterner internal anti-inflationary
measures than our own excesses would require; we should adopt more
liberal foreign trade policies; we should not retaliate when others
discriminate against us in trade matters; we should discourage over-
ambitious development efforts by the poorer countries of the world;
and, while we should not try to solve their inflationary problems
by aid, we should continue to help them in certain of their efforts.
to expand output. Fortunately, these policies can be defended on
the basis of our national interest even if inflation were not one of the
most serious economic problems facing us.
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PRICES, COSTS, DEMAND, AND OUTPUT IN THE UNITED
STATES, 1947-57

Richard Ruggles, Yale University, and Nancy D. Ruggles, United
Nations

In the postwar American economy, the view has been widely held
that it is excessive demand that has forced prices up. Yet a review
of the period reveals that the only periods when demand was really
excessive were the 3 years immediately following World War II (1946,
1947, and 1948) and the Korean war year of 1951. The peacetime
American economy has, if anything, been suffering from a lack, not
an excess, of effective demand. In the last 10 years there have been
3 years in which output has actually declined below the previous year:
1949, 1954, and again in 1958. The periods we tend to think of as
unparalleled prosperity are those which have followed immediately
upon the years of decline, when the increase in output was mainly due
to regaining a fuller use of available equipment and manpower.

Whiy, then, is it that the sense of excess demand persists? There are
a number of reasons. The level of employment in the postwar period
has been continuously high; and the great depression of the 1930's
created in people's minds a lasting impression that employment could
be used as a barometer of the economic health of the economy. Fur-
thermore-and this is probably more important-there has been a
general feeling that prices have been rising relatively rapidly through-
out the period, and that this coupled with full employment meant
pressure on available resources. But this last premise cannot be-
accepted at face value without exploring in some detail exactly what
has been happening to prices. It is, of course, possible to find price,
indexes that will show almost anything one wants to show, and it is
difficult to obtain measures of price behavior that are unequivocal and
do reflect honestly what is taking place in the economy. For the pres-
ent purpose, the most general price indicators are those which result
from the computation of gross national product in constant prices..
These are called the implicit price deflators of the gross national
product. They represent the difference between gross national prod-
uct and its various components in constant prices, or real terms, and
in current prices, or money terms. They are given in table 1 below.
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TABLE 1.-Implicit price deflators for gross national product, 1947-57 (year-to-
year percentage changes)

1946 1947 1948 1949 1950 1951 1952 1953 1954 1955 1956 1957

Consumergoods - 7.8 10.7 5.7 -1.0 1.3 6.9 1.6 1.3 0.8 0.3 1.7 3.2
Durable -1.8 8.5 4.3 -.9 0 6.6 -.6 .4 -2.3 .8 .7 3.2
Nondurable - 9.7 12.9 5.9 -3.4 1.0 8.6 1.1 -.4 .4 -.7 1.4 3.2
Services -5.0 7.6 5.9 2.8 2.3 4.2 3.4 4.2 2.6 1.7 6.9 3.2

Producer goods:
Residlential construc-

tion . 8.3 20.0 12.0 -2.5 4.2 6.9 2.7 2.0 -1.3 2.4 5.0 2.0
Other construction- 8.6 20.0 10.9 1.0 1.7 8.8 2.4 4.3 .8 1.6 4.4 4. 9
Equipment- 10.2 14.4 8.1 4.8 2.1 8. 6 .6 1.1 .3 1.6 4.4 5. 5

Government:
Federal- 20.7 8.5 .8 3.8 3.2 11.0 -.8 -2.3 2.4 3.9 3.2 4.0
Stateandlocal 8.6 12.6 10.8 1.5 1.5 7.8 5.1 3.1 2.0 2.0 5.6 4.5

Total 10.2 11.7 5.5 1.0 1.0 7.7 1.4 1.2 .8 1.1 3.1 3.8
Cons imer price index - 8.5 14.5 9. 6 -1. 0 1.0 8.0 2.3 .8 .3 -. 3 1.5 3.3
Gross Government prod-

uct price index - - - 18.0 8.8 4. 5 6.2 3.6 2.9 5.4 3.4 4.0 6.1 5.6 5. 3
Gross national product

in constant 1947prices - 12. 5 -. 5 4.8 -1.0 9.6 6.9 3.8 3.9 -1. 5 7.2 2.4 8

Source: Economic Report of the President, January 1958, table F-5, p. 122, table F-39, p. 161, and table
F-2, p. 118.

THE MEASURENCENT OF PRICES

The implicit price deflators shown above are based primarily upon
price information collected by Government agencies. This price in-
formation cannot always be a valid reflection of the true behavior or
prices in the economy. Prices are obtained for commodities of fixed
specifications. In fact, however, new items continually appear on the
market, and old items change in quality. When improvements in
quality cannot be measured, or new products appear which are more
desirable than those they replace, price indexes which must leave these
factors out of account will show too much price increase. In pricing
consumer goods, the Bureau of Labor Statistics does attempt to take
into account those changes in the nature of the product that result in
an upward change in price. But improvements in quality may occur
at no increase in cost, so that the consumer gets more value for his
money. In such cases, no adjustment is made in prices, and the price
indexes do not reflect the quality improvements. It would indeed
be interesting if price comparisons taking quality improvements into
account could be made between periods. This question might be asked
another way. Suppose an individual were given $1,000 and a choice
of ordering goods either from an early postwar Sears, Roebuck catalog
(say 1948) or a current (1957) catalog. If he were permitted to spend
the money in terms of only one catalog, which catalog would he
choose? The 1948 catalog has substantially lower prices, but also less
advanced products. If the 1957 catalog were chosen, it could not be
said that prices rose from 1948 to 1957, despite the evidence of the
price indexes. Different people would undoubtedly answer this kind
of question differently, but it is by no means certain that an over-
whelming majority would choose to spend their money under 1948
price and product conditions rather than under 1957 conditions despite
the fact that the implicit price indexes for consumers' goods have risen
about 7 percent since 1948.

The measurement of consumer services is even more difficult. Gen-
erally speaking, the compensation of the person performing the serv-
ice is taken as the major indicator of price. Thus the cost of domestic
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servants, of haircuts, and of professional services all tend to be meas-
ured by this criterion. It is obvious, however, that the quality of any
of these services may improve. Thus, for example, medical service is
better than it used to bebut this is not taken into account. Similarly,
quality changes in such services as housing and education cannot be
measured. It is a serious error, as a moment's reflection will indicate,
to assume that if teachers do not improve, education as a product does
not improve over the years. We have only to ask ourselves whether
we would be content to give children today exactly the same educa-
tion as was given 50 years ago, using the same books and the same
fund of knowledge. Education, like other products, is a combination
of factors of production, and should not be assessed only in terms of an
intuitive judgment about the contribution of any one of these factors
of production.

Nor are consumers' goods and services the only area that presents
pricing problems. For producers' durable goods, it is well recognized
that equipment produced today is far more productive than that pro-
duced even 5 years ago, but such increases in efficiency are extremely
difficult to take account of in price indexes. In terms of the ability
of capital goods to yield productive services, there can be little doubt
that the increase from year to year is substantial. But price indexes
of producers' durable equipment generally reflect changes in costs of
production, rather than changes in the performance of the equipment
itself. Residential and commercial construction also poses problems.
Again, price indexes are constructed by determining what a structure
of standard specifications would cost. Here again, improvements in
design and cost-reducing changes in specifications are not taken into
account in the price comparison, so that the price index tends to have
an upward bias. Finally, the pricing of goods and services purchased
by Government presents considerable problems. For military equip-
ment, it is often impossible to determine what happens to prices when
design changes radically. For the services of Government employees,
like services in general, it is assumed that there is no change in the
efficiency or output per man, so that all increases in salary are, in
effect, increases in the price of Government gross product. By this
measure, the price of Government services as measured by the pay of
Government employees has risen by an average of over 5 percent a
year since 1946. There is good reason to believe, however, that the
productivity of Government workers has increased substantially in
this period. For one thing, the introduction of data handling ma-
chines and computers speeds up the operations of many stages of
Government work. Statistics in the Government are now in large
part handled mechanically rather than by clerks. The mechanization
which is so characteristic of current developments in business is also
occurring in Government.

There is thus an upward bias in the price indexes for almost every
category of expenditure. For commodities it exists because quality
changes and new products cannot be integrated adequately into the
price data. For services it exists because by and large the value of
services is assumed not to increase, although there is strong evidence
that it does.
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:THE BEHAVIOR OF PRICES 1947-57

If this upward bias in the price indexes is taken into account, a
rather interesting picture emerges. The large price increases of the
three post-World War II years and the Korean war period stand out.
However, up through 1955, the other years exhibit overall price
changes which probably are smaller than the overall quality improve-
ment, so that, in fact, from 1948 through 1955 the American economy
did not show an overall upward price movement in any period except
the Korean boom. For the 6 years involved, the average annual price
increase was only 1.1 percent; for consumer goods alone it averaged
0.6 percent.

For 1956 and 1957 the picture is quite different. Price increases
were considerably more pronounced, and at the same time the growth
in output was slowing down. In fact, even now, with a decline in out-
put prices are still rising.

diven this pattern of price development in recent years, how has it
been related to cost and demand, and what kind of price behavior can
we expect in the future?

In the early postwar period and during the Korean war, the exist-
ence of excess. demand is sufficient to explain the price movements
that occurred. Immediately after the war, the combination of long
postponed expenditures and accumulated liquid funds resulted in a
rapid increase in demand for consumer goods which were still in short
supply in an economy that had not fully converted from war produc-
tion. During the Korean war, expenditures by the Federal Govern-
ment on national security increased from $18.5 billion to $37.3 billion in
1 year alone, thus pumping into the economy almost $19 billion of
additional expenditures. At the same time the increase in the Armed
Forces reduced the civilian labor force, so that the normal increment
.of manpower from population growth did not occur. In a period
of 2 years the real output of the economy rose by over 17 percent, and
employment rose only 4 percent. Under such conditions, it is not at
all surprising that the increase in real output could take place only
with rising prices.

But the absence of a significant price rise on average in the other
years prior to 1956-57 did not mean that there were no rising prices
-anywhere in the economy. During this period agricultural prices
were generally falling. These falling agricultural prices were offset
in most of these years by rising wages, so that prices on average were
quite stable. From 1951 to 1955, there was a decline of almost 19 per-
cent in wholesale prices of farm products, while average hourly earn-
ings in manufacturing rose by 18 percent. In the commodity-
producing industries, furthermore, wage cost rose more slowly than
hourly earnings because productivity increased. In manufacturing
as a whole, wage cost rose only 2 percent. Thus the pattern of price
behavior in these years can largely be explained in terms of the be-
havior of agricultural prices, wages, and productivity. The move-
ment of agricultural prices and productivity growth tended to hold
down the increase in product prices, by keeping materials costs and
labor costs below what they otherwise would have been. Wages, on
-the other hand, exerted an upward influence, increasing somewhat
more than in proportion to the productivity gain. The net result
overall was comparative price stability. The evidence of the forces
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at work can be seen, however, in the changing price structure, as re-

vealed by the components of the cost-of-living index or by the im-

plicit price deflators of the gross national product. These indexes

show that prices of durable goods, where productivity increases were

greatest, have actually declined since 1951. Prices of nondurable

goods using agricultural mnaterials-e. g., food processing and cloth-

Mg-hhave been relatively stable; although productivity gains in these

industries probably were not as large as in the durable-goods indus-

tries, agricultural raw-material costs fell. In such areas as construc-
tion, productivity gains were less pronounced and material costs,,,

being mainly nonagricultural, did not fall. Prices in this sector
therefore rose since 1951 by 10 to 15 percent, a considerably greater

price rise than that ex]iibted by the other commodity-producing

sectors. The largest price increases occurred in consumer services

and Government services; here price increases since 1951 have ranged

from 15 to 27 percent. Services, in fact, have accounted for most of

the upward price movement that has occurred in this period. Prices

rose faster in 1956 and 1957 for 2 major reasons. First, the decline

in farm prices stopped, for all practical purposes. Second, the gen-

eral softness of the economy meant that the rise in output per man-

hour was considerably less than in previous years. The increase in

output per man-hour for the private sector of the economy is esti-

mated to have been in the range of 1.3 to 1.7 percent per year for

1956 and 1957, as against an average of 3.1 to 3.5 percent for th .

previous 4 years. Thus the two important elements that had been

offsetting the increase in wages disappeared, and the result was in-

creasing costs, which were passed along as increasing prices.

PRICES AND COST

It has frequently been charged that rising prices in these years

were the consequence of monopolistically administered prices, that

producers have been taking advantage of wage increases and other

increases in costs to raise prices even more. If this were the case,

profits should be increasing faster than wages. The evidence shows,

however, that the -reverse is true. Profits have been decreasing in

relation to wages. This is shown in table 2 below.

TABLE 2.-Relation of corporate wages and profits

Corporate Profits as a
Corporate profits and percentage of
wages and inventory wages and

salaries valuation salaries
adjustment

1948 -8------------------------- 
85.0 30.6 36. 0

1949- 
83.1 28. 1 33.8

1950 -91---------------------- 
91.3 35.1 38.4

1951 -105. 
0 39.9 37.8

1952 -112.5 
36.9 32.8

1953 -121.9 
36.0 29.5

1954 -119.1 
33.1 27.8

1955 ---- 
128.9 40.7 31.6

1956-139.7 
40.4 28. 9

Source: Survey of Current Business, July 1952, table 12, p. 15 and National Income Supplement, 1954
"dtion, table 12, p. 75.
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The decline in profits relative to wages is a further confirmationthat demand has not been excessive. When excess demand does exist,it tends to pull prices up. Costs are raised, in such a situation, byproducers bidding against each other for existing resources. But theincrease in costs will lag behind prices, since the demand for resourcesis essentially a derived demand and exists only because the prices offinal goods are higher than costs. Nor does it follow that an increasein wages wvill always lead to excess demand that will result in awage-price spiral. A given increase in wages, unaccompanied by anychange in the rate of productivity increase, must be passed on as aprice increase by the producer if he is to maintain his profits perunit at the same level. This means, however, that prices must risein exact correspondence with the increase in wages. n order to sus-tain a wage-price spiral, therefore, an increase in spending would berequired equivalent to the increase in wages. In a great many situ-ations, such an increase in spending would not occur. In the firstplace, wage earners do not receive as spendable income all that pro-ducers pay them; taxes are paid to the Government, and additionalfunds may be siphoned off by contributory pension schemes and otherfringe benefits. Furthermore, wage earners may decide to save aportion of their increase in wages. There is no reason to expect non-wage-earning groups to increase their spending to make up for thelack of spending of the wage earners, so that the volume of expendi-ture in real terms may actually decline. Similarly, the increase inprices of plant and equipment may mean that the real volume ofinvestment will be reduced, since many producers have a fixed amountof money to spend for plant and equipment. This point is in asense the reverse of the well-known Pigou effect, which states that aprice decline will lead to a rise in real expenditures because of theincreased real value of cash holdings. The rise in prices means thatindividuals' and businesses' cash holdings have a smaller value in realterms and this will tend to decrease the amount of real expenditureswhich they can and will make. It is quite possible, therefore, forwage increases to have a dampening effect on output. Such a situa-tion is not the familiar wage-price spiral postulated by orthodoxeconomics, but it seems quite likely that this is what has in fact oc-curred quite often in the United States economy. The increase inwages in 1937 (over 12 percent in manufacturing), may have con-tributed to the 1938 recession, which occurred even though the economynever reached full employment. Large wage increases also occurredfrom 1947 to 1948, from 1952 to 1953, and from 1956 to 1957. Therecessions of 1949 and 1954 were not very severe, but nevertheless therise in wages in the previous period may have had a dampening effectupon output. In 1956 and 1957, the rise in prices has been muchsharper, and it also appears that the current decline in output maybe more serious.
THlE BEHAVIOR OF WAGES

From the foregoing discussion it might seem logical to concludethat the culprit in the present situation is wages, and that everythingwould be all right if the rate of increase in wages were slowed down.Such reasoning really assumes that wages throughout the economyfollow key wage rates which in turn result from specific union bar-gains. A look at the data, however, reveals that the increase in
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wages has not come solely in the industrialized or unionized portions
of the economy. The implicit deflator for Government services, for
instance, rose 58 percent from 1947 to 1957, while prices in general
rose only 30 percent. In private services also, the rise in wages has
been very considerable. In certain occupations the supply of labor
is not increasing as fast as the demand for it. In industries where
output has been expanding and productivity increasing, furthermore,
there is a natural tendency for wages to rise faster than in the lagging
industries, both because the increase in wages is necessary to attract
more labor and also because producers can pay higher wages and at
the same time enjoy increased profits, owing to falling unit costs and
increased output. If we are to permit adjustments of this sort to take
place and if we do not want to reduce wages somewhere else, it is
obvious that on average wages will increase. If the growth of pro-
ductivity is small, the average increase in wages may exceed that in
productivity. But stopping the increase in wages would necessarily
involve either suppressing the natural readjustments in wages among
various groups in the economy, or bringing about actual declines in
wages in sectors of the economy where productivity increases were
slower than the average or where the supply of labor was greater.
This would imply, for instance, that Government employees, instead
of enjoying a 58 percent increase in wages since 1947, might have
suffered a decline at least in real terms, since Government service is an
area where the supply of labor is not limited, and where, according
to our statistical treatment, productivity does not increase. Such a
procedure as this, however, would run counter to the considerations
of. equity which influence private producers and Government alike.
The concepts of fair wages and fair prices do exist even though they
may not be fully justifiable in the strictest economic sense.

There is no assurance, furthermore, that tampering with wages
would automatically correct the situation. Over the long run, the
rate of increase of productivity might be affected, since it is at least
in part the increase in wages and the expectation of future increases
that induce producers to p-an for and install the labor-saving devices
that increase productivity. Moreover, even if the overall price level
were lower, there is no guaranty that real purchasing power would
be sufficient to keep the economy operating at full capacity. The
maintenance of a close correspondence between growing purchasing
power and growing capacity is a much more delicate problem than
we have believed heretofore; there is no necessary reason why a re-
duction in wages should assure equilibrium between expenditures and
productive capacity over any extended period of time. Tampering
with wages would attack only the surface phenomena, and in the
process our normal price mechanism would be seriously disturbed.
The roots of the present difficulty are much deeper, and we must seek
a solution that will reach the heart of the problem without con-
stituting a serious interference with the market mechanism of price
determination.

THE ROLE OF DEMAND

The level of demand in the economy has, obviously, an important
role in reaching such a solution, because of its repercussions on price,
cost, and output behavior. A high level of demand which absorbs
most of the capacity of the economy is a necessary condition for a
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high level of investment. An economy operating considerably below
full capacity does not provide the incentive for producers to expand.
They do not expect that an increase in output would press upon their
capacity or require additional plant and equipment, and uncertainty
regarding demand makes even long-range planning difficult. The
high rate of technological change (and consequently obsolescence)
generally makes producers wary of long-range commitmnents except in
circumstimices A'here even obsolete capacity could be utilized profit-
ably.

It takes time, of course, before the capacity created by investment
is available for productive purposes. But if, when the increased
capacity does become available, demand does not or cannot increase.
to keep pace with it, investment may be curtailed, or at least it will
increase at a lower rate. This will intensify the insufficiency of
overall demand, and a cumulative decline may result. Thus, the seeds
of a cumulative decline are potentially present in every period of high
demand. In Schumpeterian terms, growth comes about in cycles, and
a period of underutilization of capacity follows inevitably from a
boom. In more recent years, this same phenomenon has been dis--
cussed in terms of the growth rates and the levels of investment that
would be necessary to sustain capacity operation. Given the in-
creased absolute amount of.saviiigs. that' accompnanies a- growing econ-
omy, it is obvious that the absolute amount of investment will have
to increase if demand is to keep pace with capacity. If the economy
is geared to an increase in the relative level of saving as income rises,
the relative amount of investment must also increase. A failure of
investment to absorb all the income that people would like to save-
will result in the underutilization of capacity. In the 1930's, much
the same subject was discussed in terms of secular stagnation. It was
argued that profitable investment opportunities were drying up, so,
that the aggregate demand was bound to fall. Today one no longer
hears mucht about tlis secular stagnation thesis, but if we had a severe
depression, it might well emerge again as an explanation of the
behavior of the economy.

This relationship between the level of demand and investment has
important implications for productivity change over time. In peri-
ods of rising demand, the apparent productivity gain will be sub-
stantial as underutilized capacity is employed more efficiently. Many
sectors of the economy operate with decreasing costs. The distribu-
tive trades, for instance, can ordinarily sell a larger volume of goods
with the same amount of resources. Similarly, mnass production in-
dustries, such as consumer durable goods, generally have decreasing
costs. A relative expansion of output in these sectors of the economy
will therefore result in an increase in output per man-hour for the
economy as a whole. On the other hand, true technological produc-
tivity increase will be relatively low in such periods, because of the'
relatively low level of investment in the immediately preceding
periods when excess capacity existed. In periods of downswing, the
technological productivity gains resulting from the relatively high
level of investment in the preceding boom~ begin to appear, but they
are somewhat obscured by the inefficiency of less-than-capacity oper-
ation of industry and the necessity for spreading fixed costs over a
smaller output. Much of the real investment made during the boom
goes unutilized, and the productivity gain resulting from it is wasted

304



ECONiOMIC STABILITY AND' GROWTH 305

In other words, because investment fluctuates the average level of
productivity gain is very much reduced. This means that the influ-
ence of productivity increases in offsetting increasing wages and thus
lowvering costs is reduced, and price rises tend to be greater. A more
stably maintained high rate of investment and a fuller use of capacity
might well result in a considerably greater rate of increase in pro-
ductivity, and so in a lowering of costs. This in turn would have a
beneficial effect on prices as well as on output.

It is often argued that wages, and therefore prices, will rise faster
under full employment conditions, and that the only way to keep the
increase in wages and prices under control is through the maintenance
of some unemployment. This argument leaves out of consideration
the impact of slackening demand upon productivity. There is good
reason to believe that investment is more sensitive to the level of opera-
tion of the economy than are wage rates. It is true that a decline in
profits tends to make producers resist wage demands more strenuously,
and a decline in employment makes labor less adamant in its demands.
But, as has been pointed out above, the same falling profits and the
same expectation of excess capacity have important repercussions on
investment. The slower increase in productivity through failure to,
udiliz'e capacity and low investment may over time- klad to a greater
increase in wage costs than would have occurred had demand asld in-
vestment been higher. To consider the effect of changes in demand
on wage rates alone therefore leaves out half the problem. For the
producer, the important consideration is not wage rates, but wage
costs.

THE CURRENT SITUATION

There can be little doubt that the American economy is now operat-
ing considerably below full capacity. The Board of Governors of the
Federal Reserve System has prepared a combined index of the degree
of capacity utilization in industries producing such major materials
as iron and steel, aluminum, copper, cotton yarn, synthetic fibers,
cement, wood pulp, paper, petroleum products, coke and industrial
chemicals. At the beginning of this year, combined capacity in these
industries exceeded output by about 35 percent. It is true that these
are some of the industries that are hardest hit, but they represent a
substantial portion of the private economy. The Federal Reserve
Board index of industrial production indicates that the first quarter
of 1958 industrial output was at a level which had previously been
attained 512 years before (the last quarter of 1952). Furthermore,
when fewer goods are produced, the output of retail and wholesale
distribution will also fall. By now (April) the degree of under-
utilization of capacity in the materials-producing industries would
be greater than 35 percent. For the economy, as a whole, it is not
unrealistic to suggest that output is a good 20 to 25 percent below
physical capacity. At current prices, this means that we could be
producing $100 billion in goods and services more than we are.

Given an estimate of this magnitude, the question naturally arises
wvdiether wve would have the capacity in terms of manpower, as well
as plant and equipment, to produce such an additional volume of goods.
Unemployment is now in the neighborhood of 7 or 8 percent of the
labor force. The length of the average workweek, howvever, has
dropped by another 4 or 5 percent, so that the total level of unemn-
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ployment, taking part-time work in account, might be as high as 10 or
12 percent. Moreover, the labor force has grown more slowly in the
last year, owing, to lack of employment opportunities, than would be
normal for good times. During 1957, the labor force increased by only
0.6 percent. With full employment, an additional 2 percent increase
in the labor force might be expected. Taking all of these figures to-
gether, man-hours could probably increase at least 10 or 12 percent
without exceeding the full employment level; this would still leave
2 or 3 percent frictional unemployment.

Could such a 10 to 12 percent increase in man-hours result in a 25
percent increase in output if, as already suggested, the physical ca-
pacity to produce such output exists? An answer to this question may
be sought by looking at the relationship between the changes in man-
hours and the changes in output that have actually occurred in years
of recovery from a recession or depression. Table 3 below shows the
data for five such periods.

TABLE 3.-Relation of changes in man-hours to changes in output in post-recession
periods

[Percentage change from preceding year]

Man-hours
employed Real private Ratio ofYear in the gross col. 2

private product to col. 1
sector

1922 -8.6 16.3 1.91935 - 5.6 13.2 2. 41 939 --------------------------------------------------------- - 5.3 9.4 1.81950 - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- 2. 4 10. 1 4. 211955 - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- 3. 5 7. 9 2. 3

Source: Prices, Productivity, and Incomes, Joint Economic Committee Print, 85th Cong., Ist sess.,table 5, p. 91.

In the most striking instance, a 2.4 percent increase in man-hours
in 1950 achieved a 10 percent increase in output. In the least-favor-
able case, a 5.3 percent increase in man-hours in 1939 resulted in a 9.4
percent increase in output. The increase in output generated per man-
hour exceeded that which would be needed to produce an increase of
$100 billion in output given our present unemployment in 3 of the
5 periods, and in both of the postwar periods.

It is true, of course, that such an increase in output could not be
achieved in a short space of time; increases in output of the magnitude
of 25 percent cannot take place quickly. Even the most rapid rates of
increase seldom go beyond 15 percent a year. But it would not be
unreasonable to expect a 10-percent rate of increase to be maintained
for several years. In this connection it is interesting to note that the
increase in private gross product in constant prices for the 2-year
period from 1922 to 1923, following the recession of 1921, was 31 per-
cent. If some of the increase in output were plowed into productivity-
increasing investment it is reasonable to suppose that after 2 years of
10 percent growth sufficient additional capacity and productivity
would have been generated to make a continuing 5 or 6 percent growth
rate possible, instead of the 3 percent growth rate that the economy
has been averaging over good times and bad.
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If it is true that the economy is operating at a level of $100 billion
below capacity at the present time it is obvious that our most important
task is to get the economy back to lull capacity operation. The amount
we are losing by operating at our current level is more than the total
expenditure of the Federal Government. Even more serious than the
waste of resources by idleness is the effect that underutilization of
capacity has on investment, and therefore on long-term growth. As
other countries continue to grow, we are likely to slip behind. The
impact of the underutilization of capacity is not so much in the imme-
diate present as it is upon future increases in productivity. Future
levels of consumption and investment will be correspondingly reduced.
The cost of idleness is much greater than, for instance, the cost of as
much as $50 billion a year in foreign aid.

It has a] ready been noted that the price-cost-output situation in the
United States at the present time is not unique in the history of our
economy. It is also true that many of the other industrial countries
are currently having much the same problem of rising wage costs and
prices without excess demand. In Sweden this price-cost problem is
most severe; Norway, the Netherlands, Canada, and the United King-
dom have had difficulties of this nature but in somewhat less degree.
Even in Germany, where unemployment has been a major problem
throughout the whole postwar period, wage rates in the last year or
two have risen more than productivity. France is the only one of the
western European countries that has recently been experiencing de-
mand inflation. Belgium and Italy are still suffering from some
unemployment, and wage costs in these two countries have been falling.
In terms of growth of output since 1950, three countries stand at the
bottom of the list: Denmark, the United Kingdom, and the United
States.

CONCLUSION

There is no automatic mechanism that will keep the economy
operating at full capacity. Left to chance, there will be fluctuations,
resulting in considerable underutilization of capacity over time. The
fluctuations will not occur around the full capacity level. Excessive
demand will normally be of short duration and concentrated in periods
of large defense expenditures or other abnormal demand. The periods
of underutilization of capacity will be long, and although they may
not be reflected in unemployment they will result in general softness,
slow growth, and slow productivity increase.

This chronic underutilization of capacity results not from the dry-
ing up of investment opportunities or from the maturing of the
economy but from a failure of purchasing power to keep pace with
potential production. The problem is that at the levels of output
that would utilize capacity fully, the saving that consumers and busi-
ness will want to do will exceed the investment that would normally
occur at this level of output. There are two alternative approaches
to this problem. First, a stimulation of consumption (either private
or public) would reduce, at least in real terms, the amount of saving
people want to do, and thus restore equality between saving and in-
vestment at capacity output. Alternatively, it would be possible to
stimulate investment and thus bring it into equality with the saving
individuals and business would want to do at capacity output. A free

23734-58 21
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choice solution to the problem of the long-run full utilization of the
economy does not exist. Either consumption or investment, or both,
must be increased to take up the slack in the economy. This means
that the decisions of either consumers or those purchasing producers'
durable goods, or both, must be altered by tax cuts or other incentive
measures. It would always be possible to achieve full capacity util-
ization by providing more purchasing power to consumers, but this
entails the danger that the level of investment may be lower, and
growth and productivity increase smaller, than we as a nation would
choose given the opportunity to evaluate the true alternatives. In
such a situation accumulated liquid assets in the hands of individuals,
and the national debt, would tend to be large, but capital in real terms
would be small. Stimulation of real investment, on the other hand,
would yield greater increases in productivity and growth, and thus
would result in a larger amount of real capital.

The price-cost behavior in the economy is not the primary cause of
the underutilization of capacity. The main cause is that at full capac-
ity the economy does not operate in such a way that it continues to
generate sufficient expenditures to purchase the output that can be
produced. There is no automatic mechanism that will assure stability
and full utilization of capacity. In the last analysis, the satisfactory
operation of the economy is the responsibility of the Government.
To the extent that the economy operates at less than full capacity, to
this extent the Government has failed in its obligation to maintain the
health of the economy. Monetary policy is not a sufficiently powerful
tool to accomplish this task.

There is considerable danger that in an attempt to prevent rising
wages and prices there will be agitation to atomize both labor and
business. The solution is not to be found in this direction. What we
need are positive steps toward solving the problem, not negative steps.
Nor is it an adequate solution for the Government simplv to return
purchasing power to individuals to be spent on consumer goods. By
such a device, the Government would merely be thwarting the decision
of the private economy to save. It is true that providing stronger
incentives to invest will not necessarily insure full capacity utiliza-
tion; it will create more capacity which, in turn, will demand either
further increases in the purchasing power of consumers or further
increases in investment. This, however, is not a cause for discourage-
ment; it is merely the hallmark of increasing productive potential.
Instead of despairing at the increase in our productive capacity, we
should utilize it for an increasing standard of living and our future
growth.



MODELS OF THE PRICING PROCESS,'

J. Fred Weston, University of California, Los Angeles

One set of papers in this compendium deals with the relative im-
portance of demand versus cost factors in explaining recent price
behavior in the United States. Another delineates the effects of prices
on employment, output, and factor returns (incomes to factors of
production) .

The basic function assigned to this paper is to provide a connecting
link between these two sets of forces by showing the interrelation-
ships between them.

This paper seeks to achieve its objective by three stages. First, it
will illustrate the interrelationships by reference to the controversy
over dichotemization in the pricing process. Second, it will review
recent developments in the theory of macroeconomic factor returns
which illumine the issues under consideration. Third, it will draw
on empirical materials to test some of the ideas set out.

I. DICHOTEMIZATION OF THE PRICING PROCESS

One of the complaints lodged by the new economics was the inde-
terminacy of the absolute price level in classical economic theory. The
indeterminacy was said to have resulted from a dichotemy in the
analysis of the economic process of monetary economy. The dichot-
emy said that the commodity markets are dependent on and deter-
mine relative prices, but that the monetary sector is dependent upon
and determines absolute (money) prices.

Following the pattern set by the scholarly literature on this sub-
ject, the present paper analyzes these issues by an 11-equation model
of the economic system. This model has simple numerical parameters.
It is not strictly empirically based, for such systems are too complex
for easy exposition. The use of a simple model with illustrative
numbers accomplishes several things. Since many factors are in-
volved, a literary discussion typically ends in the same disagreements
which provoked the initial debate, because the interactions between
the many elements operating in an economic process cannot be han-
dled in an orderly fashion.

On the other hand, econometric analysis must limit the number of
variables to be manageable. For some situations, the key factors may
have been omitted. Both literary and econometric discussions often
have many unspecified, but implicit, assumptions which are crucial
for determining the essential properties of the operation of the
economy.

X Support of studies of this and related topics by the committee on research, University
of California, Los Angeles, is gratefully acknowledged.
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The parameters of the equations in the present model are illustra-
tive. But they make explicit the assumptions of the nature of be-
havior relationships. Different assumptions are readily made by
changing the number and selection of variables and the values of the
parameters of the equations. The system is set out completely in
table I.

TABLE I.-A model for investigating dichotemization of the pricing procesa

1. THE FUNCTIONS

(la) M-=Ma

(lb) M=M, (rY)

(2a) Md=kY
(2b) Md=L (r,Y)
3) Mu=M"
4) 1=1 (r,Y)
5) S=S (r,Y)
6) S=I
7) Y=PR
8) R=l ( (Nd)

(8) Nd=F(p)
(10) W= w+Rf (N.) .P
([Os) cr=O,$=l
(lOb) a=l 0=O
(11) Nd=k.

M.=supply of money
Md=demsnd for money
Y-national money income
,representative interest rate level

I- investment (private)
a-saving
R-an Index of physical output

II. THE EQUATIONS

(la) Mu=200
(lb) M*=6 +20r

25
(2a) Md=2/5Y
(2b) Md= .5 Y- 12.5r
(3)
(4) I=.15Y-4.5 r+20
(5) 8S=.2Y+.5r-25
(6)
(7) Y= PR
(8) R=8.5 Nd-.025Nds

(9) Nd=170-20o

(10)
(a) N-=80-50/w
(lob) W=5.29
(11)

SYMBOLS
P= index of the price level
Nd=labor demand w
w =real wage rate=--

N.=labor supply
W=money wage rate=wP
11 equations and 11 unknowns

The system contains 11 equations and 11 unknowns. The values
of the solutions are close to current national income accounts figures.
The nature of the equations will be briefly described.

'She system begins with two alternative money supply functions.
Equation (la) is money supply given at $200 billions. This re-
flects the assumption that the money supply is determined by "bank-
ing policy" unrelated to economic variables in a clear or systematic
fashion. Equation (lb) states that deposit creation through com-
mercial bank lending policies is influenced positively by the level of
business activity. Furthermore, at higher rates of interest more
loanable funds are offered. The interest rate is meant to be repre-
sentative of the complex of interest rates. The level of interest rates
is most significant as an index of the kinds of credit standards and
credit terms currently employed by lenders-in short, an index of the
availability of loanable funds.

Equation (2a) is an expression of the quantity theory of the de-
mand for money. The quantity theory in its most familiar form is
MV=PT. V, transactions velocity, can be expressed as 1/k which is
the income velocity of money. The equation becomes M=kPT. If
real output, R, is substituted for T, the total volume of transactions,
the equation becomes M=kPR. PR is the same as money income, Y.
The equation becomes M=kY where k is the proportion of income
command over which people desire to hold in the form of money.
In equation (2a) the value of k is set at 2/5.
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An alternative formulation of the demand for money is the liquidity
preference theory. This states that the demand for money is in-
flueliced by 2 sets of factors instead of 1. The demand for money
is influenced by the level of economic activity through the transactions
motive for holding cash balances. In addition, cash balances are
held for precautionary and speculative motives. The amount of
liquidity people will buy is influenced by its cost-interest rates.
The cost of liquidity is the interest which otherwise could have been
earned by the cash balances by investing them.

The fourth equation is the investment function. It has a segment
which indicates that investment depends upon output (sales), a form
of the acceleration principle. Since profits before taxes are correlated
with the level of economic activity, this segment of the investment
function may also be said to reflect the profit variable as well. The
sign and value of the interest term states that investment is negatively
interest elastic. Autonomous investment of $20 billion per year is
the final segment of the equation.

The savings equation contains the same variables as the investment
equation. The amount saved will reflect the level of business activity.
Shavings may also be stimulated by the payment of higher interest
rates. Since savings is equal to investment by equation (6) and in-
vestment is income less consumption, consumption is also income less
savings. Thus the implied consumption function is C=25+.8Y-.5r.
The negative 25 in the savings equation reflects the positive intercept
of the consumption function.

The foregoing six equations complete the monetary subset of the
system. Alternative forms of the money supply and money demand
equations will be used in observing the solution process of the complete
system.

The last five equations represent the commodity or "real" subsector
of the system. Equation (7) states that the price level is the ratio
between money income and real output.

Equation (8) is an aggregate production function. It expresses
real output as a function of the quantity of labor input. The con-
stants in the equation reflect the stock of capital in the economy and
indicate that this is a statical model. The parameters of this equation,
reflecting the quality and quantity of the capital stock, determine the
productivity of labor.

Equation (9) is the demand for labor function. It is obtained by
taking the first derivative of the production function, equation (8).
The result is w=8.5-05Nd. When this expression is rearranged in

the form of a demand for labor, it becomes equation (9).
Equation (10) is the labor supply function. We have two forms.

Equation (lOa) is the classical labor supply function which states
that the supply of labor is an increasing function of the real wage.
Equation (lOb) is a Keynesian labor supply function. It depicts a
situation in which labor union policy establishes what the level of
money wages will be.

We have now the complete equation system of the economy. It
seeks to represent practical and realistic elements of the economy
and to show how they interact. Specific assumptions about the be-
havior characteristics of the economic process are made unambiguous.
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Situation l: Classical forms
The operation of this system can first be illustrated by the selection

of the classical forms of the equations where alternative forms are
presented. This is not a complete classical system because to conserve
space, the classical formulations of the investment and savings func-
tions are omitted. Accordingly, equations (la), (2a), and (lOa) are
used with the remaining 8.

Equation (3) becomes:
(3) 200=2/SY

This equation is readily solved, Y is equal to $500 billions.
Equation (6) is:

(6) .15Y-4.5r+20=.2Y+.5r-25

Since Y is equal to $500 billions, r can be evaluated at 4 percent.
Thus investment and savings are equal at $77 billions.
We observe therefore that the monetary subsector can be solved to

obtain the money values of income, investment, savings, and the inter-
est rate. Income is obtained from the two monetary equations. This
level of income, along with the interest rate, determines the level of
investment and savings.

The solution to the commodity market equations proceeds inde-
pendently. Equation (11) is:

(11) 170-20w=80-50/w

The value of the real wage is $5,000, a rough estimate of the average
level of wages. With the real wage established, the demand for labor
and supply of labor are 70 million people.

The value of the demand for labor, 70, is used in equation (8), the
aggregate production function, to obtain real output of $472.5 billion
in conQstnt dollars. Thi am-n-+ is d e into mn incoe

$500 to obtain a price level of 105.8.
We observe that employment, real wages, and output were deter-

mined in the commodity subsector without reference to the monetary
subsector. Money income from the money sector was used to deter-
mine the absolute price level. Thus, in classical economics, money
was indeed a veil and had no effect on the real factors in the economy.
To increase the money supply would be to increase money income, but
not real output or real wages and employment. Since the demand and
supply of labor determined real wages, there was no scope for the
establishment of a wage policy outside the boundaries defined by these
conditions.

The Keynesian formulation finds an interrelationship between the
monetary and real sectors. What characteristics of the Keynesian
system bring this about?
Situation II: Keynesian monetary equations, classical labor functions

We begin with a complete money-supply equation (lb). This is
taken in conjunction with the liquidity preference form of the demand
for money equation (2b). Equation (3) now becomes-

(3) % 5 Y+20r=.5Y-12.5r
(6) .15Y-4.5r+20=.2Y+.5r-25
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Since two unknowns are involved, we need equation (6) to obtain
the values of income and the interest rate. These are, respectively,
$500 billion and 4 percent. The numerical solutions under all the
alternative assumptions will be identical so that attention will be
focused on the solution process. In this set of relationships, it is
necessary to have the money supply-and-demand equations to obtain
the money value of savings and investment. Also, the savings and
investment functions are needed to determine income as well as
interest-rate levels.

In the real subsector, nothing has been changed. Hence, the solu-
tion would proceed in the same fashion as under the completely
Classical case. Thus the liquidity-preference function is neither a
necessary nor sufficient condition for the monetary subset to have an
influence on real output, wages, or employment.
Situation III: Keynesian labor-supply functions

We now combine the Keynesian labor-supply functions with either
form of the monetary subset. Since the monetary subset is solved
independently under either set of assumptions, we may take the solu-
tions from the monetary subset as obtained under either situation I
or II. We then solve the real sector. To use equations (9) and
(lob) in equation (11), we change equation (9) into the form:

(9) W(9) Nd= 170-20=_P
We now solve for W.

(9) W= P(170-N d)

Equation (11) becomes-

(11) 5 .2 9 =P(170-Nd)20
Solve for Nd in terms of P.

(11) Nd=170 105.8P

This value of Nd is substituted in equation (8), which reduces to-

279.84
(8) R=722.5-2

In order to obtain solutions for the commodity sector, it is necessary
to have the value of money income, Y, from the monetary subsector.
Equation (7) then reads:

(7) 500=722.5P 279.84P

We can solve for P, which is 105.8 as before.
The solution process with a Keynesian labor-supply function demon-

strates how the monetary and real sectors may become interdependent.
Other relationships would bring about the same result. For example,
the "Pigou effect"-consumption will increase at enhanced real values
of cash balances-could be incorporated into the savings function to
read:

(5) 5=.25Y+.4r-.13M-20
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Or the investment function may include a negative response to
rises in real wages-

(4) I=.2Y-5w-4.5r+20

Other assumptions about economic behavior functions could be re-
flected in the set of equations to determine their consequences. Or
problems, other than the dichotemization of the pricing process, could
be investigated. In this connection, the Keynesian position on the
"flaw" in the price system-its inability to bring about adjustments
to restore the economy to a full-employment equilibrium could be
studied. In general terms, the flaw argument can be briefly stated.
Planned savings exceed planned investment, so income and output
fall. The declines in output give rise to wage cuts; reduced income
leads to less consumption, so the price level falls. Thus, the real
quantity of money falls, its value rises. People bid for other assets,
so that the rate of interest falls. Investment might rise toward the
full-employment equilibrium level, but may fail to do so for one or
both of two reasons. One, investment may not respond to declines
in interest levels-a negative rate of interest may be necessary to call
forth the necessary increase in investment. Two, at some lowered
level of interest rates, the cost of holding cash balances has become so
small that people may be willing to hold indefinitely large balances-
the liquidity trap. As a consequence of either situation, equilibrium
would settle at less than full-employment levels. This description
of the flaw in the price mechanism does not depend on rigid wages, as
the interdependence analysis did.

The rejoinder to the "flaw in the price mechanism" argument is
the Pigou effect. Pigou argued that, as the price level falls, the value
of cash balances rises and, as a consequence, consumption increases to
bring the economy back to full employment equilibrium. This
process does not depend on lowered interest rates to call forth more
investment.

Thus, the effect of wage changes or monetary policy on prices, real
output, and employment depends upon which of the alternative
assumptions about the nature of the behavior equations is the most
realistic approximation to actual conditions. This is an area requir-
ing further empirical materials.

The system of equations presented above for analyzing the pricing
process illustrates the operations of the economic system. It pro-
vides a framework for analyzing the relationship between prices, out-
put, employment, and real wages. However, more recent literature
has used a different approach to study wage policy.

II. A MODEL FOR STUDYING THE MACROECONOMIC THEORY OF WAGES

Recent literature has centered attention on the income and spending
aspects of wage increases. Gross national product from the spending
side or demand side is related to gross national product representing
the summation of factor returns. These relationships are shown in
table 2. Equations 1 through 5 are spending or demand functions.
Equations 6 through 15 represent aspects of factor incomes.
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TABLE 2.-A model for studying the macroeconomic theory of wages

D equals GNP spending
1. =C+I+G
2. C=.65+.6(Y- TX)
3. Tx=.2Y
4. I=20+.15Y
5. G=$100B
6. P=-8+.11Y
7. CT.=.5P
8. D=.6Pa
9. CS=.4Pa
10. Pa=P-CT,
11. i+r+p=$73.
12. de=.08Y
13. tix=-1O+.lY
14. W=50+.5Y

15. w=W=3-$=$4,286N 70
F equals GNP factor incomes
B. Symbols
Y=GNP

C=Sales to Individuals (consumption)
I=Gross Private Investment
G=Spending by Government
T,= Taxes
P= Corporate Profit before taxes
P.= Corporate Profit after taxes
D=Dividends
CS= Corporate Saving
CT. = Corporate Taxes
i=Interest Income
r= Rental Income
W= Wages and Salaries
L= Labor Force
U= Unemployment
N= Employment
w=Average wage per worker
de = depreciation
P=unincorp. business profits
ti.=indirect business taxes

With a wage increase, factor incomes rise. Potentially, the aggregate
demand function increases as well. Figure I illustrates the forces set
out in table 2.

7' ~~~Da

o 'F
FIGURE I

The increase in wages raises factor returns from F to F2. Whether
employment increases or decreases depends upon changes in effective
demand. Employment will either decrease, increase. or remain the
same depending upon the relative shifts of the F and D functions.

Unfortunately, we have little empirical material on the spending
propensities of different categories of income receivers in relationship
to income changes of the kind suggested by the above analysis. The
movement of the F and D functions will result from the operation of
forces which the recent literature on the subject has only cataloged,
but not adequately identified.

Ila. PRODUCTIVITY: PRICES, AND INCOMES

Numerical models of the economic system are assuredly less power-
ful and informative than recent empirical, dynamic models of the
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economy. Yet they possess the advantage of relative simplicity of
exposition and force a clear statement of assumptions. These simple
models demonstrate how complex the economic process must be and
illustrate how numerous variables interact. The models could be used
to make specific assumptions about behavior relationships and then
reason to a conclusion about the consequences of wage changes, changes
in monetary policy, changes in tax policy. Recently, studies have
been made of the time paths of response of selected variables to
changes in tax policy. 2 Similar studies are needed for analyzing the
response of the system to changes in wages and prices.

S till another approach has argued that an analysis of market struc-
ture is necessary to provide "the first wholly satisfactory integration
of the wage-price spiral with aggregative demand and price

an " My emphasis would be the reverse, that most analyses
of postwar wage and price behavior have neglected macroeconomic
considerations of the kind suggested by the models presented in the
previous two sections. For the macroeconomic approach provides
a framework for encompassing the effects of economic change on
factor returns and their consequences for the rate and pattern of
spending.

Partial equilibrium studies of wages, profits, productivity, and
prices are characteristically incomplete. Much emphasis has been
placed on the following relationship:

Percent e [Percen l Perent in ps Percentge
change int equals changeint less change in plus change

[prices Lwages L productivity in profit
margin on
sales

However, the causative mechanism is not portrayed by this set of
relationships. In the short run, the absolute level of productivity
is a function mainly of the capital stock employed in an industry.
Changes in productivity overtime are highly correlated with changes
in output.' But increases in output have differential price conse-
quences. The demand pull which calls forth output increases is a
price rising influence. Increased output spreads overhead over a
larger number of units and is a cost reducing factor. The net result
depends upon the elasticities of supplies of products, as well as elas-
ticities of demand, including market structure effects.

2 Arthur Goldberger, Properties of an Econometric Model of the United States, Peono-metric Society, Philadelphia, December 30, 1957.
aJ. K. Galbraith, Market Structure and Stabilization Policy, The Review of Economicsand Statistics, XXXIX (May 1957), p. 129.
4 Trends in Output Per Man-Hour and Man-Hours Per Unit of Output-Manufacturing,

1939-53. BLS report No. 100, p. 314.
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T VAl 3.-Behavior of selected economic variables for manufacturing indlu8trie8,
1949-56

(1) (2) (3) (4) (6) (6)

Percent in- Average
Percent Percent Percent creases net level of
increase Increase increases profits to sales, concen-

Industry in pro- in hourly in prices 1949-56 tratlon of
duction, earnings, (1947-49), employ-
1949-56 1949-56 1956 ment,

Before After 1960
taxes taxes

Lumber and wood products- 35.2 41.0 25.4 -27.2 -33.9 27.7
Furniture and fixtures ------ - 28.4 35.5 24.8 11.9 3.0 25.3
Stone, clay, and glass-6.4 43.4 26.9 12.2 -4.7 60.2
Primary metals ----------------- 25.6 47.2 63.4 28.8 13.6 63.8
Fabricated metals -------------- 39.2 40.4 32.7 -10.3 -21.6 39.9
Machinery (not electrical)- 51.5 43.1 41.7 2.8 -15.6 41.6
Electilcal machinery --------------- 111.2 36.8 37.6 -16.1 -33.3 69.8
Transportation equipment - 89. 6 38.0 29. 1 -20.2 -35. 7 60. 4
Miscellaneous manufacturing -46.9 38.1 -9 0 8.1 0 38.4
Food and kindred products -15.3 44.2 6. 1 -9.1 -27. 3 42.3
Tobacco manufactures -4.9 49.5 15.5 50.7 16.3 57. 3
Textile miU products - -------- 6.1 21.2 -12.1 -24. 3 -36 6 31. 5
Apparel -12.0 26.5 -. 3 43.2 23.8 -. 3
Paper and allied products -62.2 43.3 27.2 13.2 -6. 2 33. 6
Chemical and allied- 73.5 44.8 7.2 15.4 -2.4 61.6
Products of petroleum and coal- 35.6 41.9 17.3 17.6 20.2 40.3
Rubber products ---------------------------- 38.6 39.9 46. 8 60.9 15.8 76.0
Leather and leather products -8.3 31.6 -. 7 10.3 -4. 6 24.2

Sources: Cos. 2-4, Federal Reserve Bulletins. Col. 6, Federal Trade Commission, Securities and
Exchange Commission, Quarterly Financial Report for Manufacturing Corporations. Col. 6, Federal
Trade Commission, Report on Changes In Concentration in Manufacturing, 1936-47 and 1960, pp. 132-
136. Calculated by taking unweighted arithmetic average of concentration ratios of the 4-digit products
Included under the industries listed above.

Table 3 illustrates some of the problems of the microeconomic
approach. With the data, matrices may be made of the influence on
prices, wages, or profits or changes in production at different levels of
concentration. These matrices show that for increases in production,
price rises would be larger, but not uniformly so. For the same in-
creases in production, larger increases in hourly earnings result in
larger price rises, but not in a consistent fashion. Profit changes are
most directly connected with increases in output, but numerous ex-
ceptions are found. Increases in production have a greater influence
on price increases than the average level of concentration in manu-
facturing industries. Small production increases are associated with
lower levels of concentration and large production increases are asso-
ciated with higher levels of concentration. This explains why the
incautious or determined will find with selected data an association
between levels of concentration and price level changes.

Also impressive is the clustering of wage increases during the period
at the 40- to 45-percent level, except for industries where production
(sales) increases have been small. Where production increases have
been lower, wage rises have also been smaller.

These data show that the many simple generalizations explaining
recent price changes are subject to considerable reservation. Cost
push does not explain price increases, because hourly wage increases
and price increases have been smaller where production increases have
been smaller. Administered prices do not explain price increases,
since prices increases are small even among concentrated industries
where production increases have been small, e. g., tobacco manu-
facturers.
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Little relationship can be fouund between profit increases and price
increases when these are stratified by groups of percent increases in
production or in hourly earnings.

Thus the macroeconomic models depicted in the early part of the
paper will not perform the complete task of explaining price changes;
neither will the usual kind of partial analysis. Both are needed. But
we cannot be content with the easy aphorisms suggested by the need
for both approaches and the need for separating the influence of dif-
ferent kinds of forces. Individual institutional developments as well
will have a substantial impact. Two illustrations will demonstrate
this.

The Revenue Act of 1954 which liberalized the rate at which depre-
ciation could be charged against income for tax purposes reduced the
cost of capital equipment, i. e., increased its probable return. This
change was doubtless a significant factor in the capital equipment
boom of 1955 and 1956 and related price effects.

The lengthening of terms in auto installment contracts to 36 months
during 1955 was equivalent to a substantial reduction in automobile
prices as expressed by required monthly payments. This effective
price decrease had an important influence on the 7.9 million produc-
tion achieved in 1955 with its consequent influence on the projected
levels of productivity in the automobile industry, the large wage in-
crease and its subsequent spread through American industry.

IV. CONCLUSIONS

This paper has sought to show the interrelationships between the
cost-demand influences on price on the one hand, as well as the impact
of price changes on economic aggregates and factor returns. To do
this it sketched the framework of macroeconomic systems which ex-
hibited these relationships.

To show the operation of the relevant forces in clearer focus, em-
pirical data on production, hourly earnings, prices, profits and con-
centration were brought together. The data controvert the easy gener-
alizations which have been used to explain recent price behavior in
the United States. The crucial role of institutional changes further
limits the validity of monistic explanations of causative factors.
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INTERRELATIONSHIPS AMONG PRICES, EMPLOYMENT,
OUTPUT, INCOMES, AND RESOURCES
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V. Interrelationships among prices, employment, output, incomes, and
resources

A. Price changes and the allocation of resources.
1. What may impede shifts in the proportions in which

factors are used when changes in their relative
prices call for such a shift? How can the mobil-
ity of resources be increased ?

2. It is often said that in a dynamic economy high-
profits opportunities are needed in order to at-
tract additional resources to industries with rap-
idly expanding demand and thus bring down
prices and profits in the long run.

Does existing evidence show that industries and cor-
porations making "high" profits tend to expand
production and productive capacity more rapidly
than industries and corporations making "lower"
profits?

3. Do prices behave differently where capacity is being
expanded rapidly from industries where capacity
is more stable or declining? If so, why?

4. What are likely to be the effects of price level
changes upon patterns of real investment and the
allocation of resources?

5. To what extent are past and prospective price
changes likely to affect personal consumption and
savings patterns?

6. To what extent and under what circumstances is the
choice of personal investment patterns of individ-
uals affected by past and prospective changes in
the general price level ?

B. Relationship of prices to aggregate economic activity.
1. How, and to what extent, are aggregate employment

and output affected by the direction and rate of
change in the general price level? In relative
prices?

2. Does inflation tend to generate an ensuing collapse
of employment, production, and purchasing
power, as well as of prices? If so, by what proc-
ess? Does the rate of increase in prices influence
the outcome?

3. What are the effects of price changes on profit mar-
gins, on rates of return, on investments, and on
the stimulus for technical progress and expansion?

4. What effects do general price level changes have
upon the size and composition of the labor force,
and upon labor and managerial incentives?
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5. What are the effects of price level changes on busi-
ness financial structures-on depreciation of fixed
assets, on requirements for working capital versus
those for fixed assets, etc.? What are the effects
on ability to finance technical improvements
which make possible greater productivity and
improved products? On ability to finance expan-
sion? What are the characteristics of an "ideal"
financial structure for a business enterprise-
internal versus external funds, equity versus debt,
etc ?

From existing data, what can be stated about the
relative amount of investment by firms of various
sizes in each industrial segment and about the

principal sources of capital utilized by each size of
firm?



THE COMPOSITION OF THE PRICE STRUCTURE, RE-
SOURCE ALLOCATION, AND EMPLOYMENT LEVELS

Clark C. Bloom, State University of Iowa

THE SIMPLE VIEWS

Flows-Of output and of expenditures
The price-market-organized economy of the United States today

produces both a flow of expenditures and a flow of output. The flow
of expenditures is largely fed by the flow of income but varies there-
from by (1) decisions to hold more or less money, or (2) decisions to
borrow from, or to repay loans to, a fractional reserve banking system
and thus to expand or to contract the supply of money. The flow of
output is motivated by the flow of expenditures and thus represents
the response of producers, usually private businesses, thereto. This
flow of output is functionally related to the employment of inputs and
the generation of - income. The two flows are thus obviously
interrelated.
Flows to maximize output

At any point in time, a price is determined for each unit type of each
factor of production, human or material. At this price, some units
will not seek employment either because of the greater psychic value
of leisure that would have to be given up or because of money costs
associated with that employment which reduce net compensation to zero
or below that level at which leisure seems more attractive. To force
the employment of these voluntarily idle resources obviously involves
either a waste of resources or a dictation of a real consumption rather
than a leisure choice for the individual. Both are usually seen as
undesirable. On the other hand, a society which attaches a positive
value to expanded real output will certainly wish to provide employ-
ment at the existing factor price to each factor unit seeking employment
at that price. The maximum flow of output is that made possible by
the full utilization of resource units seeking employment at existing
f actor prices.

If this maximum output flow is held desirable-or, alternatively, if
the unemployment of resources is held undesirable in its own right be-
cause of the unsatisfactory redistribution of income which it implies,
or because of its social consequences, then desirable also is that flow of
expenditures which calls forth this flow of output.
Policy for maximum output flow

In the simple view now being discussed, the existence of unemploy-
ment which signals a failure to maximize output requires action. Re-
quired is either an expansion of the flow of expenditures (via (1) re-
duced money holdings or (2) expanded borrowing from the banks)
or an expanded physical volume response by producers to a given
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expenditures flow (via a changed functional relationship between the
flow of expenditures and the employment of inputs).

Assuming prior maximizing behavior and its continuance under
static conditions by private individuals and businesses, only govern-
ment can generate an expanded expenditures flow. It can do so by
either reducing its cash balances or-and more importantly-by bank
borrowing to cover deficits resulting from either (1) tax cuts, which
increase private incomes, or (2) increased purchases by governmental
units themselves. Since tax cuts may result in either T1) increased
money holdings, or (2) the repayment of bank loans by individuals in
lieu of increased expenditures, a given deficit is usually thought more
stimulating of employment and output when it results from spending
on goods and services by government rather than from a tax cut.
Prices and maximnwur output flow

Prices are implicit in this simple view. Implied is the orthodox
model of micro economics in which (1) outputs are rationed among
customers via price, (2) inputs are rationed among producers via price,
(3) output volume changes are signaled by changes in the relationship
between revenues (related to output prices) and costs (related to input
prices), and (4) input volume changes are signaled by changes in the
price thereof. But, in this simple view, these prices, once determined
by market forces, are seen as unchanging, so that the real value of the
expenditures flow and the real quantity of the output flow remain
unchanged so long as the dollar values thereof remain unchanged.

Indeed, the only conceivable explicit treatment of a price in this
simple view is with regard to the rate of interest. This rate can be
seen, sometimes is seen, as varying with (1) the desire to hold money,
or (2) changes in the supply of money, actual or potential, by the
banking authorities. Thus, an "easy money" policy (via (1) lower
rediscount rates, (2) open market purchases, or (3) reduced reserve
requirements) increases supply and lowers the rate of interest. The
decline in this price (relative to all others seen as unchanging) is
seen as increasing borrowing and as expanding the flow of expendi-
tures by borrowers (usually ignoring its impact on the desire to hold
money or an asset values). However, this increased borrowing and its
consequent expansion of the flow of expenditures is frequently seen as
not sufficient to overcome any substantial failure to maximize output
because of unemployment. Action via Government deficits is still
seen as the more important policy position.

Certainly, the simple view does not explicitly take account of such
price changes as might be expected to occur in the face of a substantial
unemployment or a failure to maximize output. Neither does it ex-
plicitly consider whether or not these changes contribute to a growth
in output (and employment) or to a further decline in output (and
employment).
The causes of recession (depression)

The simple view, focusing on flows of expenditures and output but
ignoring (or minimizing) the impact of price movements, must find
the causes of recession in either (1) a decline in flow of expenditures,
or (2) an increase in the supply of the factors.

A decline in the flow of expenditures will follow upon the substitu-
tion of money holdings or bank-debt retirement for goods as the result
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of (1) expectations with respect to such price movements as are antici-
pated, particularly with respect to the rate of interest and related
securities' prices, (2) tastes or preferences for goods, particularly im-
portant for durable goods when timing of purchases can change
drastically, and (3) bank policy which may be pointed toward a re-
duction in the money supply, and hence a reduction in bank loans out-
standing.

An increase in the supply of factors obviously does not mean a
decline in output. An increasing supply of factors in the face of
constant employment means instead (1) a growing margin between
actual and potential output, and (2) increasing problems relating to
unemployment directly. A failure to expand a flow of expenditures
and output thus spells recession. A recession is not only a decline, but
a failure to grow. The avoidance of recession, therefore, requires a
broadening of the flow of expenditures with an increase in factor sup-
plies which, in the simple view, can come only with a substitution of
goods for money accompanied by an expansion of bank loans.

In this view, it is worth emphasizing that recessions do not develop
as the consequence of, and are not accompanied by, general or relative
price movements.

PRICE MOVEMENTS-THE SIMPLE VIEW
Introduction

It is, of course, perfectly possible to deal with price movements,
their causes and their consequences, within the simple situation of
the preceding section. This is now to be done.

This discussion is to be divided into three parts as follows: (1) An
indication of the kind of price movements which can be expected
either to accompany, or to cause, a movement away from a full-em-
ployment equilibrium situation; (2) an analysis of subsequent price
movements which accompany, or cause, either a further movement
away from equilibrium or a return to it; and (3) a look at the kind of
policies suggested by the specific consideration of the role of prices.

Price movements and the onset of the recession
Accompanying output price movements.-A narrowing of the flow

of expenditures (via an increased holding of money, repayment of
bank loans outstanding, or reduced borrowing from banks) implies
a diminution in demand for most outputs. Under competitive con-
ditions, this means a short-run decline in price and in volume as
existing firms reduce output. This will be followed, in the long run,
by a rise in price toward original levels but with a further decline
in output accompanying a withdrawal of firms. Under monopoly
conditions (including conditions of monopolistic competition) for
firms aware of their demand and cost functions and motivated to
maximize profits, the narrowing of the flow of expenditures usually
results in both lower prices and reduced output. Under monopoly
conditions (including conditions of monopolistic competition) for
firms pricing on a "full cost" basis (i. e., setting price at average cost
plus a conventional markup), the narrowed flow means sharply re-
duced volumes and possible price increases as average costs rise with
the movement of outputs back from "capacity" (i. e., minimum aver-
age cost) levels. Under oligopoly conditions, a tendency to set prices
on a "full cost" basis plus tacit or informal agreements which cause
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prices to be "sticky" are likely to yield price stability and sharply
reduced outputs. In each case, however, a narrowing expenditures
flow means reduced volume.

Acconmpanying factor price m'ovement8.-When output diminishes
with a narrowing of the flow of expenditures, the demand for factors
diminishes. Under competitive conditions in the factor market, this
means both lower factor prices and reduced employment thereof.
Under conditions of noncompetitive factor supply wherein factor
prices are given and unchanged, employment in response to a given
expenditures flow declines more sharply. In either case, however, the
result is a diminished volume of factor employment.

Similarly, if factor supplies increase while expenditures flows and
factor demand held steady, competitive conditions in the factor market
will mean lower factor prices and expanded employment while non-
competitive conditions mean factor-price stability and stability of
employment in the face of mounting unemployment.

Causal output price movemnents.-Given a flow of expenditures,
autonomous output price increases (via such developments as (1) a
change in market structure which replaces a competitive with a higher
monopoly price, (2) a reduction in supply consequent upon a techno-
logical change which moves marginal cost curves of firms to the left,
or (3) an increase in conventional markups for "full cost" prices)
reduce the real value of such flows. Physical output flows are dimin-
ished with a consequent diminished use of factors.

Incidentally, autonomous price increases of the kind noted above do
not seem likely of frequent occurrence. They do not seem likely to be
a usual trigger for a recession.

Closely related to such autonomous output price movements are
those movements which stem from autonomous shifts in demand.
Suppose for example an autonomous change in preferences in favor
of a specific good. In most market situations, the price of this goods
will rise and additional resources will be required for its expanded
production. At the same time, the demand for substitute goods will
fall, their price will fall, and fewer resources will be required for their
diminished production. In this case, two relevant possibilities exist.
First, there is the possibility that the changed situation may lead to a
diminished flow of expenditures. This is likely if the preferred goods
are conventionally purchased out of income while the disadvantaged
goods are conventionally purchased with the aid of borrowed money.
Such a set of facts may well lead to the retirement of debt without an
offsetting decline in money balances and thus yield a reduced expendi-
tures flow. A reduced flow of expenditures is also likely if the supply
curve for the preferred goods is quite inelastic (so that expenditures
thereon rise relatively little) while the similar curves for disad-
vantaged goods are quite elastic (so that expenditures on them fall
rapidly ). In either case, a reduced-expenditures flow will pinch
volume. Second, a given flow of expenditures now motivates a dif-
ferent pattern of output and the use of a different "bundle" of factors.
This flow may motivate an output which does not fully utilize the
existing supplies of any factor and may certainly leave supplies of
certain specific factors unemployed. It is thus possible that price
changes accompanying autonomous shifts in demand may lead to a di-
minished expenditures and output flow; although, of course, the
opposite effect is also possible.
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Causal factor price movements.-Given a flow of expenditures,
autonomous increases in factor prices will motivate higher product
prices, reduced outputs, and diminished factor use. Such autonomous
increases are most likely via a change in market structure which
replaces a competitive with a higher monopoly price.

Price movements as rece8sion corrective8
The preceding section notes price movements which accompany or

trigger a narrower real flow of expenditures. More interesting and
more important than these price movements already noted are those
which accompany or motivate processes which (1) return the economy
to full employment, (2) push the economy to lower levels of employ-
ment and output, or (3) leave the economy in equilibrium at less than
full-employment levels.

A basic 8ituation.-Assume a previously presented situation in
which the expenditures flow narrowed for reasons unrelated to a p rice
change. Price consequences were lower prices for some outputs (i. e.,
those outputs sold competitively or by noncompetitive firms which
know demand and cost functions and move to maximize profits) and
lower prices for some factors (i. e., those sold in competitive mar-
kets). Consequences also included a reduced volume of output and
reduced factor employment.

Viewing this situation further, the lower factor prices mean lower
costs. These lower costs will mean lower output price, greater output
volume, and diminished declines in factor employment provided that
the expenditures flow does not narrow further. Indeed, if the factor-
supply schedule is sufficiently inelastic, or if it shifts sufficiently to
the right to take account of a growing real income provided by given
wage rates as output prices decline; factor prices (and hence firm
costs) will fall rapidly enough so that the economy's real output and
employment will have declined but little. On the other han if the
factor-supply schedule is elastic, factor prices (and hence firm costs)
will fall so slowly that the economy's real output and employment
will remain at low levels. The key conclusion, however, is that output
and employment do not regain levels attained prior to the initial
narrowing of the expenditures flow.

The foregoing assumes that the new, narrowed flow of expenditures
can be maintained. If it can, the economy will stabilize at the new,
lower levels of output and employment. On the other hand, if the
flow of expenditures narrows further, additional declines in output
and employment are in prospect. Or, if the flow of expenditures does
now rise, then growth in output and employment toward full-employ-
ment levels can be anticipated. The important question has to do
with the relative likelihood of either a decline or an increase in the
expenditures flow.

Pressures toward decline are strong. They include (1) the imme-
diately preceding decline in money income (by definition as the ex-
penditures flow narrowed) and in real income (as output diminished)
which may well lead to protective action designed to increase money
holdings or to retire debt, both reducing the expenditures flow, (2)
the immediately preceding decline in factor employment which may
well suggest still further efforts at protective action, (3) the imme-
diately preceding decline in output prices which may well lead to the
anticipation of further declines and a consequent postponement of
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purchases, and (4) the immediately preceding likely unfavorable
bank experience in the face of declining incomes which will probably
motivate decline, rather than increase, in bank lending and the re-
sultant money supply. If these strong pressures do, in fact, further
narrow expenditures flows, market adjustments-of which price
changes are a part-are inadequate to stem the recessionary tide.

However, an increase in the expenditures flow is not impossible.
If (1) the immediately preceding price declines are deemed only tem-
porary and the anticipation of future increases stimulate purchases,
(2) efforts are made to protect living standards in the face of lower
incomes by reducing money balances or by bank borrowing, (3) the
increased real value of money balances or fixed dollar value asset
holdings when output prices decline so meet liquidity requirements
that buyers are willing to spend a larger portion of current income or
to borrow more, and (4) if bank policy looks toward maximum lend-
ing, the flow of expenditures will expand. If this expansion does,
in fact, occur, then market adjustments-of which price changes are
a part-are adequate to stem the recessionary tide and to return the
econonmy to full employment.

Market adjustments, price adjustments, are thus not always ade-
quate to restore a maximum flow of output. Indeed, on balance, it
seems unlikely that they will usually be so. If they are not, policy
suggested by the simple view in which prices were taken as given still
seems desirable.

Other situations.-A flow of output at less than full-employment
levels has previously been seen to appear with a constant expenditures
flow but (1) growing factor supplies, (2) autonomous output price
rises, or (3) autonomous factor price rises. Each of these situations
can be analyzed similarly to the basic situation. In each case, stability
at new, lower output and employment levels will accompany the main-
tenance of the constant expenditures flow. A decline in the flow will
mean a further decline in output and employment and the inability
of market adjustments to stem a downturn. An increase in the flow
will mean an upturn in output and employment to full-employment
levels and an ability of market adjustments to restore a position of
maximum output.

In the first case (growing factor supplies), a further view of the
situation discloses lower factor prices, lower costs, lower output prices,
greater output volume, and at least some increases-although not to
full employment levels-in factor employment if the expenditures
flow is just maintained. In this case, pressures toward a decline in
the expenditures flow seem less strong and an increase more likely.
While total money and real income both declined in the basic situ-
ation, money income now holds constant and total real income rises.
While employment actually declined in the basic situation, in the
present case it is growing. While bank experience was unsatisfactory
in the basic situation, it is unlikely to have been generally so with the
better-income positions here viewed. Only the immediately preced-
ing decline in output prices, which may well lead to the anticipation
of future declines and a postponement of purchases, really point to a
reduced flow. Countering this is the possibility that increased fac-
tor supplies mean increased labor supplies, a growing population, a
more rapid rate of family formation, and an increased implied stimu-
lus to borrow for consumer and civic durable items which this more
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rapid population growth and rate of home formation implies. On
balance, the chances are good in this case that market adjustments
will lead to a widened expenditures flow and the achievement of
maximum output levels.

In the second case (autonomous output price rises), reduced out-
put and reduced factor use will again mean lower factor prices, lower
costs, a decline of output prices toward-but not to-levels prior to
the exogenous increase, an increase in output volume toward-but
not to-the prior level, and at least some recovery toward-but not
to-full-employment levels if the expenditures flow is just main-
tained. In this case, pressure toward a decline in the expenditures
flow seem less strong than in the basic situation but stronger than
in the case of growing factor supplies. As compared to the basic
situation, money income has remained constant rather than declined
and output prices have risen rather than fallen. Both of these de-
velopments argue for reduced pressures for a decline in the expendi-
tures flow and make a possible increase easier of visualization.

In the third case (autonomous factor price rises), higher factor
prices are followed by higher costs, higher output prices, reduced vol-
ume, and reduced factor employment if the expenditures flow is just
maintained. As in the second case, and for the same reasons, pres-
sures toward a decline in the expenditures flow seem less strong than
in the basic situation and make a possible increase therein easier of
visualization.
Price movements and policy

Market adjustments, in which price movements are an important
factor, are capable of restoring maximum output and full employ-
ment only when they permit, and are accompanied by, a widening
flow of expenditures. Any policy which encourages this broadening
of flow is thus to be desired.

Such policies certainly include (1) the inculcation of attitudes fa-
vorable to the viewing of price declines as temporary and likely to
be followed by increases, (2) the maintenance of the broadest possible
market for, and maximum liquidity of, securities holdings to reduce
to the minimum the desire to add to money stocks or fixed-income
securities or to encourage a partial liquidation thereof, and (3) the
encouragement of banks to pursue a vigorous policy of loan expan-
sion, perhaps with the cooperation of Government via loan guaranties.

It should also be pointed out that at any given level of expenditures
flow, the greater the downward flexibility of output and factor prices,
or conversely the less the autonomous upward movement of output
and factor prices, the better is volume of output and employment
maintained. Price flexibility does serve to maintain output and em-
ployment except as it encourages a narrowing of the expenditures
flow (as has been shown likely in the basic situation). Autonomous
upward price movements do serve to reduce output and employment
except as they encourage a widening of the expenditures flow (as
has been seen to be quite possible, but not necessary, in a preceding
section).
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PRICE MOVEMENTS-A MORE C03PLEX VIEW

Flows are not homogenous
Thus far, the flow of expenditures and the flow of output have each

been seen as broad homogenous flows. This view is, of course, un-
realistic.

Expenditures flows are for thousands upon thousands of different
products. These flows are not easily interchangeable. For examples,
a flow of expenditures for commercial aircraft is not easily rechan-
neled into a flow of expenditures for guided missiles, a flow of expendi-
tures for machine tools is not easily rechanneled into a flow of ex-
penditures for automobiles, or a flow of expenditures for television
sets is not easily rechanneled into a flow of expenditures for television
repair services.

Output flows are similar of thousands and thousands of different
products. These flows too are not always easily interchangeable. For
examples, the same men and machines in the same locations may not
shift easily from the production of commercial aircraft to the pro-
duction of guided missiles, from the production of machine tools to the
production of automobiles, or from the production of television sets
to the provision of television repair services.
Fl-ws amust be mutually consistent

In terms of out put.-The many expenditures flows must call forth
many output flows which are mutually consistent therewith if the flows
are to persist at a given volume. Thus, a flow of expenditures on, and a
flow of output of, new machines must not so expand capacity of the
industry using the new machines that the flow of expenditures on its
product is incapable of motivating a full employment of the expanded
resources available to it. Similarly, a flow of expenditures on, and a
flow of output of, product to be added to stocks (inventories) must
not become excessive relative to the flow of expenditures on, anid the
flow of output to, final users. Continuing, a flow of expenditures on,
and a flow of output of, any product cannot be inconsistent with the
flow of expenditures on, and the flow of output of, any complementary
product.

Any disarticulation of output flows like those pointed to above will
lead to the narrowing of an expenditures flow and-even with price
flexibility-a reduced volume of output and employment, reduced
money and real incomes, and reduced expenditures flows on other prod-
ucts as a consequence of these reduced incomes (except as the depress-
ing effect of the decline in income is offset by reduced money holdings,
reduced bank-debt retirement, or expanded bank lending).

In terms of factors.-The many expenditures flows must call forth
many output flows which are consistent with the available supplies
of inputs. It is perfectly possible that a particular intended (ex ante)
expenditures flow may be frustrated by a shortage of a necessary
input, this frustration following either rationing of limited output by
producers or rising prices coupled with elastic demand. Or this par-
ticular intended flow may be widened by the shortage of a necessary
input and rising prices coupled with an inelastic demand. The short-
age of a particular input, if it results in a narrowed actual (ex post)
expenditures flow, spells unemployment of cooperating factors not in
short supply, reduced incomes, and, again, a tendency for reduced
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expenditures on other products because of these reduced incomes. The
shortage of a particular input, even if it results in widened expendi-
tures on the product in which it is included, spells decline since (1)
cooperating factors not in short supply will be unemployed, and (2)
the widened expenditures here must be in the face of narrowed ex-
penditures for other outputs (unless such expenditures are main-
tained by, again, reduced money holdings, reduced bank-debt retire-
ment, or expanded bank lending).

Such disarticulations in factor requirements thus also create a tend-
ency toward the narrowing of expenditures flows and recession.

In terms of income distribution.-Even if the many expenditures
flows mesh well together, even if they call forth a pattern of resource
use consistent with patterns of supply, disarticulation is possible if
income is distributed according to a pattern which is inconsistent with
the maintenance of the original expenditures flow. For example, if
income yielded by a specific pattern of expenditures and output flow
emphasizing expenditures on, and output of, durable consumers goods,
is accumulating to income receivers not likely to emphasize expendi-
tures on such items, then expenditures thereon are likely to narrow
with the unfortunate consequences already frequently cataloged. Of
course, the income receivers with expanding incomes may widen ex-
penditures flows elsewhere with stimulating consequences to the econ-
omy as a whole. It should be noted, however, that a full offset requires
that expenditures elsewhere increase by the amount of the decline in
durable consumers goods purchases, a requirement which means that
persons with growing incomes save no part thereof.

Disarticulations of income distribution with respect to flows of
expenditures and output may, therefore, also lead to declines in output
and employment.
Price changes and disarticulations

The arguments of the section entitled "Price Movements-the
Simple View" indicate that price changes and market adjustments (1)
accompany changes in a flow of expenditures or (2) cause changes in a
flow of output in response to a given flow of expenditures. These
arguments are equally valid here. Price changes and market adjust-
ments both accompany the changed expenditures flows stemming from
disarticulations and cause the changed output flows which result in
disarticulations.

Disarticulations thus give rise to narrowed real expenditures flows
via either (1) narrowed money flows, or (2) constant money -flows at
higher output prices. Conventional price changes and market adjust-
ments do not restore real flows (outputs) no matter how flexible
prices may be.

Any narrowed real expenditures flow is likely to spread via the pres-
sure of reduced incomes and reduced expenditures to other flows and
through the entire economy unless, at some point, money holdings
are reduced, bank-debt retirement is slowed, or there is net new bor-
rowing from banks.
Income distribution and disarticulations

Introdwction.-The view that there are a good many flows of output
and expenditures also allows explicit consideration of the impact of
changes in the distribution of income. Thus, a disarticulation which



ECONOMIC STABILITY AND GROW=H

leaves a flow of income without an immediately desired flow of output
and, hence, adding to money balances or reducing bank indebtedness
is depressing (via a reduced expenditures flow) and points to the
possible desirability of redistributing the income flow in directions
where there is an immediately desired flow of output and which will
encourage the activation of idle balances and new borrowing rather
than debt retirement to widen the flow of expenditures.

A specific and important instance of the kind described generally
above occurs when a flow of income to businesses and individuals
which normally goes to purchase capital goods (or inventories) is not
so spent (perhaps because of output disarticulation). Indeed, in this
area, it is likely that not only does current income go unspent, but new
borrowing is replaced by debt retirement. This situation is fre-
quently held to point to the desirability of immediately and con-
sciously changing the flow of income away from these recipients who
frustrate its translation into an expenditures, an output, and an em-
ployment flow, to those whose flow of expenditures would be stimu-
lated thereby. The latter are usually seen as lower income bracket
consumers or as small-business men with a great expansion potential
but little current income or borrowing potential.

It has frequently been pointed out that the transfer of income is
inevitable in any case; that only the level of the economy's output
and employment at which the transfer will take place is in question.
This view holds that, if the transfer does not take place early, income
and activity in the entire economy will decline and that that income
to businesses and individuals which originally financed capital ex-
pansion will, along with the income of the unemployed, be that which
declines most sharply. Indeed, this view argues that the basis for
a restoration of this income and of a flow of expenditures on capital
goods (inventories) is best laid by an immediate transfer which will
remove the disarticulation via absorbing excess capacity and excess
inventories by way of expande- - ..nsumpio.

Price changes and incomne transfers.-Disarticulations lead to de-
cline via reduced real expenditures flows which are diffused through
the economy with general declines in income which conventional price
movements, by themselves, are powerless to halt. This has given rise
to proposals for specific price changes not called forth by orthodox
economic forces acting on individual decision makers.

Generally, these proposals call for an increase in prices for those
items sold by those wse incomes it is desired to increase because
they will, therefore, expand their expenditures flows, and a decrease
in prices for those items sold by those whose incomes it is desired to
decrease because they have already narrowed their expenditures flows.

These prices are to be maintained whether or not, atomistically
viewed, they maximize the individual positions of the market
participants.

Specifically, with a decline in expenditures flows for capital goods(or inventories), wage rates should be raised while volume is con-
sciously maintained and retained profits and dividends are pinched.
Or, conversely, wage rates might be maintained while output prices
are consciously reduced and retained profits and dividends are
pinched. The latter alternative, however, does create the added
danger of reduced consumption if further price cuts thereby come to
be anticipated.
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Logically, this income redistribution via conscious changes in prices
(of labor and of output) and conscious maintenance of output is
a powerful antirecessionary device. It also requires either (1) sub-
stantial Government control over prices and outputs or (2) a very
high level of industrial statesmanship. Conventional market forces
do not call forth the actions required. Furthermore, under reversed
conditions wherein the output distortion requires, and stimulates, an
expansion of investment expenditures, a redistribution of income
toward savers (i. e., businesses and upper-bracket income persons) is
logically required. This shift, also not called forth by conventional
market forces, would necessitate (1) substantial Government control
over wage rates or (2) a very high level of labor statesmanship.



INVESTMENT AND THE PRICE SYSTEM

G. D. Bodenhorn, University of Chicago

In a capitalist, free enterprise economy, most decisions about out-
put, investment, and consumption are made by individuals, families,
or corporations who are seeking to further their own self-interest.
It has on been the wonder of philosophers, economists, and political
scientists that such a system should, in most instances, lead to socially
desirable results. This happens, to put it simply, because the way for
people to serve their best interest is to make money, and the way to do
this is to make something which other people want and are willing
to buy. In such an economic system, prices are the measure of the
value of a product, and the prospect of selling a product at a profit
constitutes the inducement to produce.

The function of profit in a free enterprise economy is to draw
productive resources into the correct industries, so that these indus-
tries can increase their output. The resource should, from the point
of view of the society, be used where they will best satisfy consumer
wants and needs. Producers must pay for the resources which they
use, and then sell the product at a price which consumers are willing
to pay, when they compare this price with the prices of other products
which could be used to satisfy their wants. If consumers find a
product so valuable that they are willing to pay the producer more
than enough to pay the productive resources, and leave a large profit
besides, then more resources should be devoted to the production of
this product. In this way the resources will be used to produce that
product which is most valuable to the consumer.

Investment is undertaken by individuals, or groups of individuals,
who seek thereby to make profits. In general, if there is an industry
which presents opportunities for unusual profits, as compared with
the necessary investment, entrepreneurs invest and attract resources
to the industry. This increases the output of the industry, and profits
are reduced to a more normal level.

Usually this flow of investment funds and of resources into high
profit uses is in the public interest. This is because the industries and
firms which make high profits use resources more efficiently and satisfy
consumer wants better. This procedure also requires that low profit
firms and industries contract, and sometimes are even forced out of
business. The system then involves the survival and growth of the
fittest, with fitness measured by the ability to serve the consumer and
earn profits.

As a Nation, however, we are interested in investment not only
from the point of view of the expansion of particular industries, but
also because investment employs people and creates income when it is
undertaken, and permits growth of national -product and income at a
later date. We are interested, therefore, in appraising the perform-
ance of the investment sector of our economy from three points of
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view: that of the economy as a whole, that of the firm, and that of the
industry. I am going to discuss each of these briefly, with emphasis on
investment at the industry level.

INVESTMENT BY THE TOTAL ECONOMY

It is not easy to appraise the performance of our economy from
the standpoint of the total level of investment. The only criteria
that we could use are that investment should be high enough to main-
tain full employment and to produce a satisfactory rate of growth
for the economy as a whole. We have, to be sure, ample evidence
that investment has been high enough to maintain full employment-
or to put this another way, has been high enough to employ the sav-
ings from a full employment level of income-since the end of World
War II. The question of a satisfactory rate of growth is complicated
by the fact that we have no good standard of what is satisfactory or
unsatisfactory in this field. Many individuals argue that our post-
war rate of growth is not satisfactory because it is substantially lower
than the Russian rate of growth. If, as has been suggested, Russian
output were to catch up with ours in the next 15 to 20 years, this
might well be a more serious blow in our contest with communism
than was the recent Russian success in conquering space.

It seems clear that our economy will not grow as fast as the Russian
economy has been growing unless we take special measures to stimu-
late investment. However, it is not my intention to advocate that
such measures be taken, particularly since I believe this decision to bea political one rather than an economic one. As an economist, I see
no cause for alarm at the rate of growth which our economy is now
achieving. Furthermore, I should like to issue a warning to those'
who think that a race with the Russians in this area is necessary. It
will not be easy to devise methods of stimulating investment which

will ne whiTich is essential to a capitalist economy,
and which will not create a much more serious problem of inflation
than we have been facing for the last 10 years.

INVESTMENT BY THE INDIVIDUAL FIRM

Recent studies 1 of investment decisions of the firm stress the im-
portance of profits as a requirement for investment. These studies donot, to be sure, indicate that the firms with the highest profits are
always the ones which invest the most, and we should not expect to
find that our general economic principles are followed to the letter in
each and every instance. The price system can be said to work satis-
factorily if by and large there is a tendency for investment to flow into
those firms and industries which are most profitable; and the evidence
supports the conclusion that this is the case.

Perhaps the most important result of the recent studies has been the
shift in emphasis from considerations of the demand for investment
funds to considerations of the supply of such funds. Earlier treat-
ments of the investment problem stressed the importance of profits in
creating a demand or desire to invest and increase production. The

See for example. Meyer and Knh, The Investment Decision, Harvard University Press,1957. and the National Bureau of Economic Research Conference on Research in Incomeand wealth, vol. 19, Problems of Capital Formation, Princeton University Press, 1957.
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idea was that entrepreneurs wish to make profits, and therefore seek
to invest money in profitable enterprises. The assumption seemed to
be that the funds would be available for the entrepreneurs to borrow,
and that they would naturally channel the funds into the most profit-
able places.

More recent studies of investment decisions of the firm stress the
importance of profit in providing a source of investment funds, rather
than as signaling a profit able place to use funds. That is, a firm which
wishes to invest must either borrow the money, or get more money
from stockholders, or use money which it has saved itself. The two
sources of internally saved money are depreciation and profits which
have not been distributed to stockholders as dividends. Firms which
have large profits are in a better position to retain some of these profits
and to use them for investment purposes.

This emphasis on the supply of investment funds stems in part from
the way in which investment decisions are usually made by the firm.
There are usually individuals in the lower levels of management in
any firm who think of many ways in which to invest the firm's funds.
Therefore, the problem of top management usually seems to be one
of reducing the requests for funds on the part of lower management
to the level of funds which are available to the firm. That is, the
firm usually looks as though it wants to invest more money than it
actually has available. Therefore, the availability of the funds seems
to be of crucial importance.

It is clear, of course, that for the economy as a whole it is not
always the availability of funds which limits investment. In times
of recession, such as these, the funds are available but there is ap-
parently not enough demand. This is simply another illustration of
the familiar theme that things do not always look the same from the
point of view of the individual firm as they do from the point of
view of the economy. Profits are clearly important on the de-
mand side as well. This is because a firm which has been making
profits usually feels more optimistic about the future and wants to
invest more than a firm which has been having difficulty making
profits. This association on the demand side would, of course, in-
crease the apparent correlation between investment and profits as an
internal source of funds. In a situation of this kind. it is frequently
difficult, if not impossible, to determine how much of the association
between profits and investment is due to the increased availability
of funds which is associated with the increased profit, and how much
is due to the increased demand for funds which is also associated with
the increased profit.

From the point of view of this analysis, however, it makes no dif-
ference why profitable firms invest. The price system is functioning
properly if resources are flowing into the profitable firms, since these
are the firms which know how to use the resources to best satisfy
consumer demands. The evidence of recent studies shows that profit-
able firms do indeed attract investment and expand.

INVESTMENT BY INDUSTRIES

Most of the interest in investment in recent years has been either
in the investment of the firm or the investment of the economy as a
whole, and little has been said about investment at the industry level.
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One reason for this is that investment decisions are made by firms,not industries. Another reason is that better data are available forfirms than for industries.
I have therefore analyzed two sets of data with a view to seeinghow the profit system and the price mechanism are apparently work-

ing at the industry level. All of my data are confined to manufac-turing, and the number of industries into which the manufacturing
sector of the economy is divided is quite small. In no case do I con-sider more than 21 manufacturing industries, and in much of thedata only 11 industries are available. The industries are thereforevery broadly defined, which has certain advantages as well as dis-advantages. The main advantage is that the broader the industry,
the less likely are firms to engage in activities which cut across in-dustry lines. Therefore, the data are somewhat more reliable forbroad industries than they would be for more refined industries sincethe data came from firms and each firm is placed in only one industry.
On the other hand, broadly defined industries can cover up manyinteresting things which are happening within the industry. It may
be that some segment of the industries are exceedingly profitable
and are expanding rapidly, while other segments of the industry arestationary or even declining.

The two sets of data which I have analyzed differ in the length ofthe period covered, and in the definition of investment, as well as inindustrial breakdown. The first set of data, from the National In-dustrial Conference Board, cnvers the entire period from 1925 to1954 for 11 industries; and has a finer industrial classification since1939. The Census Bureau data covers only selected years from 1947to 1954.
The conference board data uses a very broad definition of invest-ment, including as investment all the assets of a firm except holdingsof securities and securities of other firms. The Census Bureau datais concerned with expenditures which are more commonly thought ofas investment.
Finally, the conference board has information on the total invest-ment tied up in an industry at any time, as well as information onthe amount of investment during a particular year. This permitsmeasurement of the rate of return on investment, and the rate ofincrease of investment. The Census Bureau data give only plantand equipment expenditures during a particular year, and otherDepartment of Commerce sources give profits (not of income tax)for the same years. The Census Bureau data permits only measure-ment of the relative change in, investment from 1 year to anotheras compared to the relative change in profits between the same years.In spite of these important differences in definitions and, in treat-ment of the data, both sources indicate that, by and large, investmentis being channeled into the more profitable industries. Again, as inthe case of the investment of the firm, we find that there are individualexceptions from time to time, but still in general the industries whichrealize the highest profits, or which show the greatest improvementin profit position, are the ones which expand investment the fastest.Thus both sets of data apparently present the results of an economywhich is functioning the way a free enterprise society is supposed tooperate.



ECONOMOC STABIiTY AND GROWTH

THE CONFERENCE BOARD DAT4

The first set of data which I have analyzed is put out by the Na-
tional Industrial Conference Board, and gives investment and rate
of return on investment for 11 manufacturing industries from 1925
through 1954, and for about 20 manufacturing industries since 1939.
The 11 industry data has the advantage of giving a long historical
sweep. The finer industrial classification permits a somewhat more
detailed analysis of postwar developments.

The definition of investment whlich the conference board uses is
the broadest possible one. They define investment as the total assets
of a firm, less only holdings of the securities of other firms and of the
Government. This means that the investment figure includes not only
plant, equipment, and inventories, which are usually thought of as
investment, and are included as investment in our national income
accounts, but also such items as cash and accounts receivable, which
are not included as investment in the national income accounts. The
conference board includes all assets because the firm needs to raise
money to obtain these other assets in much the same way that it needs
to obtain money to finance plant, equipment, and inventories.

Profits for the industries are given after income taxes have been
paid, and also after deducting any interest or dividends which the
firm collected from its security holdings. The rate of return on
investment in any year is then the profit earned during the year
divided by the total amount of money which is invested in the firm
as of the end of the year. Thus the profit is earned during the year,
but the investment may have been made at any time prior to the end
of the year.

The question which I seek to answer is whether those industries
with the highest rate of return on investment are also the industries
which increase their investment the most. In order to do this, it is
necessary to measure investment during any given year relative to
the size of the industry; that is, relative to the amount of investment
in the industry at the start of the year. This means really that we
are measuring the rate of increase of investment, rather than the
absolute amount of investment. I also sought to reduce the influence
of irregular factors by averaging both the rate of increase of invest-
ment and the rate of return on investment over 2-year periods. This
means that if automobiles, for example, had a particularly good year
followed by a poor one, these 2 years would be averaged together.
The idea in back of this procedure is that investment is usually made
for the long term, and on the assumption that some years will be
good and others poor. A 2-year average gives a somewhat better
indication of the normal rate of return, and also of the normal rate
of increase of investment.

I also experimented with somewhat longer periods, such as 4 and
8 years, and found that the relationship between profits and invest-
ment improved for these longer periods.

Table I shows the correlations between rates of increase of invest-
ment and rates of return on investment, by industry, for various time
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periods.2 It should be noted that the correlations are quite good
in the postwar years, and in the early thirties, and are somewhat lower
during the war and recovery from the depression of the early thirties.
The 4- and 8-year correlations are all high, except for those that
include the mobilization period of World War II.

The data not only confirm the idea that industries which make
high profits in any particular period are those which invest during
this period, but also confirm the idea that a particular industry in-
vests more when its profits are high than when its profits are low.
For our broader industrial classification of 11 manufacturing indus-
tries, we have data for investment and profits covering 14 2-year
periods. We find that the correlation between the rate of investment
and the rate of return through time is uniformly high for all indus-
tries. This is a reflection primarily, of course, of the business cycle.
During periods of prosperity both profits and investments are high,
while those are low during periods of recession and depression. In
some industries the war years caused a certain amount of discrepancy
in the correlation between rates of return and rates of investment.
However, even in these industries, the disturbance was not enough
to reduce the correlation significantly.

It is also worth noting that the profit position of an industry
changes relatively slowly through time. That is, the industry with the
highest rate of return on investment in any 2-year period is likely
also to have a comparatively high rate of return on investment dur-
ing the following 2-year period, and probably had a comparatively
high rate of return on investment during the preceding 2 years. In
spite of the relatively slow change during 2-year periods, very sig-
nificant changes are possible over longer periods. In fact, industries
which showed high rates of return during the war period are unlikely
to be showing high rates of return today and probably did not show
high rates of return during the late 1920's. Nevertheless. there is
apparently a pattern of rates of return which appears during normal
peacetime prosperous periods. During the period under study this
pattern was broken first by the great depression, and second, by the
World War. Nevertheless, this normal pattern has reemerged to a
noticeable extent in the 1950's.

2 These correlations are of ranks, rather than of actual rates of return and investment.My hypothesis is that the most profitable Industries should invest the most, and I can testthis by correlating the ranks of the industries according to profitability and increase inInvestment.
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TABLE I.-Correlation of rate of return on investment toith rate of increase of
investment for manufacturing industries

[Selected time periods, 1927-54]

Correlation

Time period 11-industry Finer Indus-

classification try classifi-
cation

2-year periods:
1927 and 192 -0.15.
1929 and 1930 -. 69
1931 and 1932- .75
1933 and 1934 - ---------------------------------------- .75
1935 and 1936 … .27
1937 and 1938- .30
1939 and 1940 ------------------------------------------- .33-
1941 and 1942- .35 '0.257
1943 and 1944 -- ---------------------------------- 37 .065
1945 and 1946- .75 .475
1947 and 1948 ---------------------------------------------- ---- .37 2. 426
1949 and 1950 -. 54 . 574
1951 and 1952- .51 S 455
1953 and 1954 ---- --------------------------------------- .58 3.187

4-year periods:
1927 through 1930 -. 61
1931 through 1934- .8
1935 through 193 --------------------------- 57
1939 through 1942 -28-
1943 through 1946 -. 56-
1947 through 195 -. 77
1951 through 1954 -. 54

8-year periods:
1931 through 1938 -. 83
1939 through 1946 -. 27
1947 through 1954 -. 62-

' There are 19 industries in these years.
3 There are 18 industries in these years.
' There are 21 industries in these years.

Source: National Industrial Conference Board.

It should also be noted that the price system has apparently per-
formed its function quite well during the post war period. At the end
of the war there was a substantial shortage of productive capacity
and likewise, a shortage of many consumer goods. At this time the
rate of return on investment was exceedingly high, and so -was the
rate of increase of investment. In fact, the rate of return was so
high that it induced so much investment that the rate of return
finally fell back to a more normal level during the early 1950's. Thus,
it appears that the high rates of return during the reconversion period
served a useful function.3

I This particular conclusion is confirmed by the data from the First National City Bank
of New York, which shows a very high rate of return on investment In the reconversion
period which gradually becomes smaller and reaches what could be considered a rather
normal level In the 1950's. This is all the more Interesting because the National City Bank
does not measure the rate of return in the same way that the conference board measured
rate of return. Instead of taking the total asset of the firm as a measure of investment, the
National City Bank uses the net worth. Therefore, the rate of return Is profit as a percent
of net worth.
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THE CENSUS BUREAU DATA

The Census Bureau has published data on plant and equipment
expenditures by industry for several years since 1947. The 1947 data
came from the census of manufacturers, while data for 1949, 1951,
1953, and 1954 were obtained from the annual surveys of manufac-
turers. This data gives plant and equipment expenditures by indus-
try during the particular year, and gives us no information as to the
total level of investment of the firm either during the year or at the
beginning of the year. Accordingly, I have not sought to associate
investment in plant and equipment in any particular year with the
profits in that year, but rather to associate changes in plant and
equipment expenditures with changes in the level of profits in the
various industries. Data on profits for the same industry classifica-
tion that are used by the Census Bureau in these reports are available
from the Department of Commerce in their national income statistics.
The hypothesis which I wish to test is whether the industries which
have shown the greatest growth in profits are also the industries
which have shown the greatest growth in plant and equipment ex-
penditures. s

In order to reduce the effect of fluctuations in profit from year to
year, profits were not calculated for a single year but rather for
a 2-year period, in much the same way that the conference board data
were handled. Thus, for example, in seeking to explain the change
in the rate of plant and equipment expenditures between 1947 and
1954, I did not calculate the increase in profit between 1947 and 1954.
I chose rather to take the average profit in the 2 years, 1946 and 1947,
and compare these with the average profits for the 2 years, 1953 and
1954. The purpose of averaging profits over a 2-year period is, as
before, to make irregular or unexpected changes in profit less im-
portant. Unfortunately, a similar averaging of plant and equipment
expenditures was not possible because data was generally available
only for alternate years.

Two difficulties which arise in making this comparison should be
noted. First, it seems clear that the industries which are large and
have large profits will probably also be the ones which have large
increases in profit and large increases in plant and equipment expend-
itures. In order to avoid this difficulty, therefore, I considered the
relative change in profit and in plant and equipment expenditures.
That is, I found out, for example, what the percentage increase in
profits was between 1947 and 1954, and I also found the percentage
increase in plant and equipment expenditures between 1947 and 1954.
I then sought to determine if these industries had the highest percent-
age increase in investment. The second difficulty arises because I
am taking a ratio of investment (and profits) in 1 year to the invest-
ment (and profit) in another year. If the investment in either one of
these years did not bear its normal relationship to profit in that par-
ticular year, then the ratios which I get will be misleading. Let us
suppose that we have an industry in which investment is usually
closely tied to profit. Even so, there will be some years in which the
investment is higher than what one would expect on the basis of
profits and some years in which the investment is lower than what
one would expect on the basis of profits. If we now calculate the
rates of growth of investment and profit between any 2 years, we will
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find that the ratios are misleading if either 1 of the 2 years did not
bear its normal relationship of profit to investment.

TABLE II.-Correlation of percentage changes of plant and equipment expenditures
and profits, for manufacturing indu8tries-Selected time periods, 1947-54

Percentage changes between 1947 and - Correlation
1949 ----------------------------------------------------------- 0 -. 04

1951 ------------------------------------------------------------ . 59
1953_-86--------------
1954- ----------------------------------------------------------- . 69

Percentage changes between 1949 and 1 -
1951 ------------------------------------------------------------ __ .9
1953- -------------------
1954- ------------------------------------------------------------ __ 4

Percentage changes between 1951 and L-
1953 ------------------------------------------------------------ . 25
1954 ---------------------------------------------. 36

Percentage changes between 1953 and 1954_---------------------------- .48

I Percentnge changes il profits are calculated using a 2-year base period, including the
year preceding the base year used for plant and equipment expenditures, and a 2-year final
period, again including the year preceding the final year for plant and equipment expendi-
tures.

Source: Census Bureau and Department of Commerce.

Nevertheless, the relationship between changes in profits and changes
in investment is quite good. Table II shows the correlation coefficients
of the rank of the percent increase in investment and the rank of the
percent increase in profit. These coefficients are quite high except for
the changes which took place between 1947 and 1949; 1947 was a
period of rapidly rising prices and an extreme shortage of capital
goods. There were many firms which would have liked to invest a
good deal more than they were able to invest, because they wished to
be able to increase their output. We have reason to suspect, therefore,
that 1947 was not a year of normal relationship between profit and
investment. Therefore, it should not surprise us too much to find
that the changes in investment between 1947 and 1949 were not cor-
related with the change in profit in these years. In fact, I find it
somewhat surprising that the correlations between 1947 and some
of the later years are as high as they are. I would rather have expected
to find that any changes which use 1947 as a base were rather abnormal
and misleading. This is not the case, however, and the correlations
between 1947 and 1953 and 1954 are among the highest. This may
arise because one would rather expect these correlations to improve
with age. This is because changes from year to year tend to be rather
smaller than changes between 5-year periods. Thus, any observation
which tends to be higher or lower than "normal" will cause a larger
change in year to year rates of increase than it will cause in rates of
increase for years which are 5 or 10 years apart. Indeed, this
improvement of correlation as the time period grows longer is apparent
in the data.

CONCLUSIONS

Investment by private enterprise in our economy has been large
enough in the postwar period to keep the working force fully em-
ployed, and to achieve a satisfactory rate of growth for the economy.
WI is true that we have not had continuously full employment, and that
we fall short of this goal at the present moment, but these lapses from
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full employment have been neither serious nor prolonged. It is not
reasonable to expect a free economy to be devoid of fluctuations in
output and employment.

A more legitimate concern is that the Russian economy has appar-
ently been growing faster than ours, and will eventually surpass us if
this continues. It would indeed be unfortunate if we were no longer
able to combat communism with the argument that we have both more
freedom and a more abundant economy. However, it is certainly not
worth giving up our freedom to seek economic abundance, even in the
unlikely event that we could achieve faster growth by doing so. Our
fundamental argument must be for the freedom and dignity of the
individual, and our cause will surely be lost if we abandon these.

Recent analyses of investment by firms and industries indicate that
our economy has been performing satisfactorily in these areas as well.
Investment and resources are generally flowing into the more profit-
able uses, even though there are individual exceptions to this general
tendency.



RESOURCE ALLOCATION, ECONOMIC STABILIZATION,
AND PUBLIC POLICY TOWARD PRICES

Carl F. Christ, The University of Chicago

I. INTRODUCTION AND SUMMARY

In this paper I shall argue that public policy in the United States
should try to maintain a stable price level and a high stable level of
employment, and that employment is the more important of the two,
but that apart from certain important qualifications public policy
should pay no attention to the prices of particular goods and services,
or to the quantities consumed by particular individuals. Thus the
monetary and fiscal stabilization policies that I shall endorse are ex-
plicitly designed to minimize Government action directed at particu-
lar goods and services.

Other contributors to this compendium will surely pay competent
attention to many technical aspects of prices. I have chosen to deal
with the relationships between public policy toward prices and some
relevant economic principles, in the belief that this will be helpful in
arriving at useful public policies.

My argument has six main points, some of which are controversial.
They may be summarized at te outset, in a somewhat oversimplified
fashion, as follows:

(1) With certain important qualifications that I shall discuss, in a
private-property free-contract economy public policy is not properly
concerned with the relative prices at which particular goods and serv-
ices are exchanged in the market, such as 1,000 haircuts for.one stripped
1958 Plymouth; nor, therefore, is public policy properly concerned
with the absolute prices of particular goods and services, such as $1.75
for a haircut, or $1,750 for a stripped 1958 Plymouth. This is because
relative prices have a job to do in allocating resources, and, with the
qualifications alluded to, this job is done in what economists call an
optimal way if the relative prices are determined by free contract.

(2) Again with certain important qualifications that I shall discuss,
in a private-property free-contract economy public policy is not
properly concerned with the quantities of particular goods and serv-
ices produced by the economy as a whole, or consumed by particular
individuals. This is because, with the qualifications alluded to, free-
dom of contract leads to what economists call an optimal allocation of
resources.

(3) There is an important area within which public policy is
properly concerned with particular relative or absolute prices, and/or
with the quantities of particular goods and services consumed by par-
ticular individuals. This area provides the qualifications referred to
under points (1) and (2). These qualifications arise in part from the
question of wealth distribution, a question not answered by the
economists' definition of "optimal allocation of resources." In addi-
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tion, most of these qualifications involve one or more of the following
situations: An individual is not well informed about the alternatives
facing him, or about the consequences of his actions; an individual is
not the best judge of his own interests; an individual cannot sell or
mortgage himself as he can other wealth; an individual's deed brings
about gains or losses to himself that are greater or less than the gains
or losses to society, so that an individual who pursues his own private
gain is not advancing the interests of society as much as he might.
Familiar examples ofthe last are theft, fraud, extortion, tax evasion,
monopolization, etc.; others will be discussed below.

(4) Public policy in a private-property, free-contract economy is
properly concerned with stabilizing the absolute price level, or simply
the price level for short, that is, with stabilizing an appropriate
average of the absolute prices of all goods and services. (We now have
three price indexes for measuring the price level: the gross national
product deflator published annually-not quarterly, alas-by the Com-
merce Department, and the Wholesale and Consumer Price Indexes
published monthly by the Bureau of Labor Statistics.) The reason
we ought to strive for a stable price level is not that a rising price
level or a falling level is bad in itself-indeed, I shall argue that
almost any kind -of changes in the price level would be fine as long as
everybody foresaw them accurately in advance; the reason is rather
that the price level has a job to do that it can only do well if its future
movements are accurately foreseen by everyone, and that stabilizing
the absolute price level is the best way to permit everyone to foresee
its future movements accurately.

(5) Public policy in a private-property free-contract economy is
properly concerned with maintaining a high stable level of employ-
ment of resources, especially human resources. The reason for this
is that full employment is better than unemployment, and that in the
absence of public policy to the contrary we have experienced occasional
periods of substantial unemployment.

(6) Although there appears to be some conflict between the objec-
tives of a stable price level and a high stable level of employment,
particularly in recent years, appropriate monetary and fiscal policy
can come tolerably close to achieving both of these objectives at the
same time. If it is necessary to choose, I would be inclined to accept
some price level instability rather than very much unemployment,
because while both bring about a redistribution of income and wealth
among people, unemployment brings about a loss of income and wealth
to the economy as a whole, in addition to a redistribution.

Sections II to VI below discuss some economic principles funda-
mental to these 6 points, and the remaining sections (VII to XII) dis-
cuss the 6 points in more detail.

II. THE PROBLEM OF THE DISTRIBUTION OF WEALTH

Any economic society must decide, explicitly or implicitly (the
latter is the more typical), what kind of distribution of income and
wealth among its people there shall be. This is a highly controversial
issue. Most people prefer receiving a larger to a smaller share of the
total social income and wealth. In addition, many if not most people
have ideas about what constitute fair principles for distributing in-
come and wealth, and these ideas are not all consistent, to say the least.
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Fundamental conflicts of interest arise here. Social and economic
institutions and laws are involved in the resolution of this issue, not
once for all, but again and again, year after year.

nM. PRIVATE PROPERTY AND FREE CONTRACT

A society based on private property and freedom of contract settles
this issue by taking the initial distribution of property as given, and
letting the subsequent distribution arise from free contracting, in a
manner familiar to all. There are rules for deciding who owns each
piece of property. Typically, each person initially owns himself (and
witl1i n limits his immature children), and whatever property he has
been given by his parents or others, by inheritance or otherwise. Each
person has control over the use of his own property, except that we do
not p1elmit a person to sell or mortgage himself or his children. Prop-
erty can change hands only by free contract agreed to by all parties to
the contract (this usually involves exchange), or by free gift. A per-
son's wealth increases rapidly if he receives large gifts, if he pro-
duces much, if others become willing to offer high prices for what he
owns. and if he saves much. Because of freedom of contract, no person
is forced to accept a material position that he thinks is inferior to the
one that his original property will provide for him. If anyone can
produce property that he regards as more valuable than the resources
he consumes in the process, then he can gain from production. And if
he can find other people who will give him in trade things that he
regards as more valuable than the things he gives up in return, then he
can gain from exchange.

Under certain conditions, this kind of an arrangement would lead
to what economists call an optimal allocation of resources. The con-
ditions, of course, are the source of the qualifications mentioned in
connection with points (1) to (3) at the beginning of the paper. Let
me now turn to the economists' definition of "optimal allocation of re-
sources," then state the conditions, and then argue that if they are met,
private property and freedom of contract do lead to the economists'
optimal allocation of resources. This will occupy sections IV-VI:

IV. DEFINITION OF AN OPTIMAL ALLOCATION OF RESOURCES

An optimal allocation of resources, in the technical language of the
economist, means a situation in which no individual can be made better
off without making some other or others worse off. It may help to
give examples of situations that are not optimal allocations. XFor
example, if I own a house and I want to sell it provided I can get at
least $25,000 for it, and if you want to buy it provided that you can
get it for $30,000 or less, then (if we are both well informed about the
matter, and if the interests of third parties are not affected) the exist-
ing allocation of resources is not optimal, and it can be improved by a
contract for the sale of the house from me to you at some price in the
range of $25,000 to $30,000. Our respective gains from the improve-
ment in allocation will depend on the price we agree upon: the higher
the Tricc, the larger will be my gain and the smaller will be yours.

Take another example that is more typical in that it involves pro-
duction as well as exchange: Suppose that you are willing to buy a
widget for $120 or less, and that I can cause a widget to be produced
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with resources that I can buy for $90 or more from their owners (in-
cluding myself). Then, again if all parties are well informed and
the interests of persons not party to the action are not affected, the
existing allocation of resources is not optimal; it can be improved by
a contract for the sale of a widget from me to you for a price some-
where in the range from $90 to $120, and another contract for the
sale of the required resources from their owners to me at a combined
price somewhere in the same range, but at or below the price of the
widget. Gains from the improvement in allocation will accrue to you,
me, and the owners of the resources that are used to produce the
widget, in a manner depending upon the prices agreed on for the
widget and the resources. An optimal allocation is a situation in
which no more contracts agreeable to all parties remain to be made.

Notice that I said "an optimal allocation," not "the optimal alloca-
tion." This is not an accident; it is important. There is an infinite
number of optimal allocations, according to this definition. For ex-
ample, suppose that the existing allocation is optimal; i. e., it is im-
possible to make anyone better off without making someone worse off.
Then suppose that you give a thousand dollars to me. The new allo-
cation is still optimal provided that my wants lead my to buy with
my new wealth the same things that you decide to forego because of
being poorer: the people whose wares you no longer buy now sell them
to me instead, so that no one is affected but you and me, and it is again
the case in the new situation as in the old that no one can be made
better off without making someone else worse off.

If wealth is transferred from you to me, it is more typical if I do
not choose to buy with my new wealth just the same things that you
decide to give up, but I choose to buy at least some other things in-
stead. This means that if the resource allocation existing just before
the transfer was optimal, then the one existing just afterward is not,
because resource owners and I can now make mutually agreeable con-
tracts providing for the production of more of the things that I want
and can now pay for, and less of the things that you want and can no
longer pay for. But, if free contract is permitted, a new allocation
of recourses will arise that is optimal in the same sense as was the old:
nobody can be made better off without making someone worse off.

The foregoing should make it clear that when an economist says
that an allocation of resources is an optimal one, he is taking the cur-
rently existing distribution of wealth as given, and is saying that the
economy is satisfying efficiently the wants that are regarded as most
important by those people who happen to have the wealth. No judg-
ment is made at all on the question of whether the currently existing
distribution of wealth is too unequal, too equal, fair, proper, justified,
or anything of the sort. Thus in saying that a particular allocation
of resources is an optimal one, the economist completely sidesteps an
important public policy question, namely, what should the current
distribution of wealth be?

It is important to notice that if the current distribution of wealth
is accepted, and if individuals are allowed to contract freely there-
after, then the distribution of wealth may and almost certainly will
change, in favor of those who receive gifts, who produce much, whose
property becomes highly valued by others, and who save much.

It may seem strange to use the term "optimal" in a way that does
not raise the important policy question of wealth distribution. But
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on reflection, I think it is not so strange after all. If economics is to
be a science, then it must contain propositions that will be recognized
as valid by scientifically trained people, regardless of the value judg-
ments that they hold or the vested interests that they have. The
statement that it is better for people to get more rather than less satis-
faction from their wealth must be acceptable to nearly everybody,
Socialist or private enterpriser, rich or poor, and hence it is useful to
have a term that describes a situation where the best has been achieved
in this respect. Optimal allocation of resources is that term, and its
meaning is therefore perfectly clear.

The policy question of what kind of wealth distribution is proper
is one concerning which economics as a science has no well-established
answer. Indeed, in most respects it is not a scientific question at all,
but a question of value judgments.

V. CONDITIONS FOR AN OPTIMAL ALLOCATION OF RESOURCES UNDER PRIVATE

PROPERTY AND FREE CONTRACT

Now it is time to state the conditions under which private property
and free contract will lead to an optimal allocation of resources, thus
defined. The following discussion draws heavily on Prof. Frank H.
Knight's account of the assumptions necessary of the existence of
perfect competition, set forth on pages 76-80 of his book, Risk, Un-
certainty, and Profit, first published in 1921 as one of the Hart,
Schaffner & Marx prize essays in economics. For completeness, I
shall first repeat that an optimal allocation of resources is a situation
in which nobody can be made better off without making someone else
worse off.

The required conditions are as follows (all are clearly unrealistic
in some way):

(a) Motivation.-Each individual seeks intelligently to satisfy his
wants as completely as he can with the means he has. In particular,
he will always buy from the lowest priced seller he knows of, and
will always sell to the highest priced buyer he knows of.

(b) Information.-Each individual knows what his present and
future wants are and how important they are to him; he also knows
what present and future actions are open to him, and what the con-
sequences of his actions will be. In particular, he knows everyone
else's present and future bid and asked prices for all wealth, he
knows what and how much he can produce now and in the future
with any given combination of resources, and he knows to what extent
his present and future wants will be satisfied by each kind of wealth.

(c) *Mobility.-Resources are perfectly mobile, that is, it takes no
time and costs nothing to convert from one kind of productive ac-
tivity to another, or to exchange goods in the market.

(d) Competition.-Every individual is such a small buyer and
seller of the things he deals in, relative to the total transactions of
the market, that his decisions to bid or ask or buy or sell have no
perceptible effect on the prices bid or asked by others.

(e) Third parties.-Every individual deed affects only the doer,
and every contract affects only the parties to the contract. In par-
ticular, this excludes contracts by which third parties are injured,
and also contracts by which third parties are benefited.
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(f) The institution of private property and free contract as we
know it is modified to permit individuals to sell or inortgage their
persons in return for present and/or future benefits.

These conditions have been deliberately designed so that if they
were fulfilled, then each individual would seek and find others with
whom he can make mutually advantageous contracts, and such con-
tracts, and such contracts would be made, until no more remain to be
made. When that state of affairS OCCU'S, an optimal allocation of
resources has been achieved.

VI. THE ROLE OF RELATIVE P'RICES IN RESOURCE ALLOCATION

It is now easy to explain the role of relative prices in the process
of resource allocation. First, note that if everyone seeks the best price
he can get, and no one can control prices, and everyone knows what
prices are being quoted, then it will turn out that for each good or
service there is a single market price: No one will pay more and no
one will accept less. Market prices may change in response to changes
in resource availability, technology, tastes, or wealth distribution,
but they are not perceptibly influenced by any individual's action.

Market prices, and in particular relative prices, have several jobs
to do in allocating resources; these jobs can conveniently be grouped
into three related but more or less distinct main groups. The first is
to decide how much of each product is to be made, and for whom.
The second is to decide what combination of resources is to be used in
making each product. And the third is to decide how much of current
output shall be consumed and how much shall be saved and invested
for increasing future output.

Relative prices perform these jobs in several ways. They carry
information throughout the economy concerning products that are be-
ing made in larger or smaller than optimal amounts, and concern-
ing productsthat. are - yu beng produced with the optimal combination
of resources. They provide the incentive for people to shift toward
an optimum. And they distribute the product among resource owners,
since each resource owner is paid the market price for his resources,
thus receiving an income that he can use in the way most satisfying
to him.

The price of a product, relative to the combined price of the re-
sources used to produce it, tells whether the right amount of that prod-
uct is being produced or not. If the relative price of a product is high,
so that the rate of return to capital in that industry is higher than
elsewhere in the economy, then too little of this product is being pro-
duced, because buyers can induce resource owners to shift resources
from elsewhere to make more of it, at prices that will satisfy both the
buyers of the extra product and the owners of the transferred re-
sources. (Recall the example of the widgets in sec. IV.) And the
fact that the rate of return in that industry is higher than elsewhere
in the economy provides the incentive for more resources to come into
it. Similarly, if the price of a product is low relative to its cost, that
is a sign that too much of it is being produced, and provides the incen-
tive for resources to leave that industry.

If the price of a resource is low, relative to the value of the output
it can produce in a certain firm, that is a sign that too little of the
resource is being used in that firm, and the firm will induce owners of
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the resource to shift some of it from elsewhere in the economy to that
firm, at a price that will satisfy both the firm and the owners of the
resource. Similarly, if the price of a resource is high relative to the
value of the output it can produce in a firm, then the firm is using too
much of the resource, and the firm is led to cut down on the use of it.

Thus, in the end, producers are induced to make for each buyer the
things he values most highly. Resource owners are induced to apply
their resources where they can produce things that are most highly
valued by buyers. And each producer is induced to make his product
with the combination of resources that costs least; i. e., that is the least
useful to other producers.

Interest rates form the relative prices of future versus present
goods and services (if the absolute price level is stable-of that more
later). Through interest rates, consumers decide how much to con-
sume and how much to save, and entrepreneurs are induced to invest in
activities whose products will be most highly valued relative to their
cost; i. e., relative to the things that must be foregone to obtain them.

It is important to remember that relative prices established under
free contract will not lead to these optimal results unless resource own-
ers are permitted to receive the market price for each unit of resources
they own, for otherwise the incentive to allocate optimally is affected.
This means that large incomes will be received by those who own large
amounts of valuable resources. Policy directed toward the distribu-
tion of the ownership of resources will be considered in section VIII.

One of the most important advantages of free contract, barely men-
tioned so far in this paper, is that it provides automatic adjustments
to changes in tastes and technology. Resources shift out of industries
whose products have become less desirable or more expensive to pro-
duce, and into industries whose products have become more desirable
or cheaper to produce. Equally important, producers who feel that
they have ideas for useful new products or better techniques are free
to try them out, and if buyers find they are worthwhile, they will be
adopted.

VII. PREVIEW OF THE REST OF THE PAPER

If the foregoing two -sections were a perfectly accurate picture of
the real world, there would be no need for public policy at all, except
to maintain the institution of private property and free contract, and
possibly to modify the initial distribution of wealth (of which more in
the next section). Though the real world is not just like the picture
drawn, there is a significant resemblance.

In the remainder of this paper, I shall argue first that there are
important areas within which givernment is justified in modifying the
results that would follow from free contract alone (this is the third
of the six points that I stated at the beginning). Then I shall argue
that after that is taken account of, there remains a significant field
within which public policy should not be concerned with prices of
particular goods and services, or the quantities consumed by particu-
lar individuals (these are the first 2 of the 6 points). Then I shall
argue that public policy should be concerned with stabilizing the price
level and with maintaining a high stable level of employment, that
both objectives can be tolerably well attained, and that if it is neces-
sary to yield a little on one of them, it is better to yield on the stable
price level (these are the last 3 of the 6 points).
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VIII. PUBLIC POLICY TOWARD THE DISTRIBUTION OF WEALTH

Let me distinguish two kinds of justifications for public policy to
affect the prices of particular goods and services, and/or the quanti-
ties consumed by particular individuals. One kind deals with policy
to affect the distribution of wealth, which, as pointed out earlier, is
a subject not dealt with in the analysis of an optimal allocation of
resources. The second kind deals with policies designed to correct
misallocations of resources that arise, under free contract, from the
fact that not all of the conditions (a) to (f) in section V above are
satisfied in the real world. This section is devoted to the first kind,
regarding the distribution of wealth, on the assumption that condi-
tions (a) to (f) are met. The next section is devoted to the second
kind.

The definition of an optimal allocation of resources that I adopt
provides no ground at all for deciding that one initial distribution of
wealth is better than another. If a choice among wealth distributions
is to be made, it must be made in some other way. Most people, in-
cluding me, feel that the wealth distribution is a matter of public
concern, at least within limits, and that it is proper for government
to move toward a greater degree of equality than would result from
the institutions of private property, free contract, and unrestricted
inheritance (though there is wide disagreement about how far to
move). This feeling is based partly on a belief in equality of oppor-
tunity (this applies particularly to restrictions on inheritance), and
partly on the belief that it is fair and right to compel the fortunate
to help the unfortunate.

There are many different policies that can redistribute wealth. It
is clear that the best ones are those that do not misallocate resources
at the same time. After all, the object of wealth redistribution is to
make someone poor better off than before at the expense of someone
rich; not to make everyone worse off. This is one of the most im-
portant things economists have to say to policymakers.

Consider taxes on income, wealth, gifts including inheritance, and
consumption-either total consumption, or the consumption of specific
luxury commodities. It is clear that a tax on income can be avoided
to some extent by not earning as much income as without the tax;
taxes on wealth and inheritance can be avoided in part by accumulat-
ing less wealth; and taxes on consumption can be avoided to some
extent by saving or by shifting to the consumption of untaxed com-
modities. Any of these taxes has some misallocative effects, as eco-
nomic analysis can show; the only tax that does not is one that cannot
be avoided in any way. The only one I can think of is a sudden ex-
propriation and redistribution of wealth that people were completely
unprepared for, and that they firmly believe will never happen again.
Of course, once a government levies any tax, it creates expectations
that it may do so again, so even this will not work perfectly except
the first time. The taxes that have the least misallocative effects are
those that have the least effect on relative prices, namely taxes on
inheritance, total consumption, or income. (The bad effects of income
taxes can be reduced by allowing taxpayers to average their incomes
for tax purposes over their lifetimes, as suggested by Prof. William
Vickrey in his book, Agenda for Progressive Taxation, published in
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1947.) Worst are taxes on the consumption of particular goods and
services only.

Subsidies are just like taxes, except that they encourage rather than
discourage the activity singled out. Direct cash-payments to people
with low incomes or wealth are accordingly better than subsidies for
the consumption of particular goods and services. (I am still assum-
ing that people are well informed about how to serve their own
interests.)

A particularly good way to transfer wealth to a person may be
to subsidize his education, on the grounds that wealth redistributed
in this way is likely to stay redistributed. (Here I am assuming
that, at least before he was educated, he was poorly informed about
how to serve his own true interests-but this anticipates the next
section.)

IX. PUBLIC POLICY TO CORRECT RESOURCE MISALLOCATION UNDER FREE

CONTRACT

I now turn to policies designed to correct resource misallocations
that arise, under free contract, from the fact that in the real world the
conditions under which free contract leads to optimum resource allo-
cation do not always hold.

A familiar case is that of monopoly, which is distinguished by the
seller's ability to affect the price of his product significantly by selling
more or less of it. A monopolist, if he exploits his position, turns out
less product than would a competitive industry in his place, and
charges a higher price, in order to make more profit than would a
competitive industry. In effect, he prevents some resources from being
used to make his product, even though there are would-be buyers who
are willing to pay more for the product than the resource owners could
get for the necessary resources if they sold them elsewhere. Economic
analysis can demonstrate that the gains that the resource owners and
would-be buyers would get, if they were allowed to exchange, are great
enough to pay the monopolist's profit and still leave something over.
Hence the monopolist creates a misallocation of resources, because he
creates a situation in which someone could be made better off without
making anyone worse off. Public policy to prevent monopoly is ac-
cordingly proper.

A second example is that of protection against common disasters,
e. g., activities such as national defense, fire and police protection, and
sanitation. Here the distinguishing characteristic is that if one indi-
vidual contracts for protection for himself, he thereby protects his
neighbors at least to some extent, whether they agree to help pay for
the protection or not: He cannot have the fire in his own house put out
without reducing the risk that his neighbor's will catch fire, he cannot
protect himself from attack without reducing the likelihood that his
neighbor will be attacked, and he cannot practice sanitation without
reducing the chance that his neighbors will become infected.

If everyone else is going to pay for protection, it may be in the
private interest of a single individual not to do so, because he gets
substantial protection anyway from the fact that others are providing
it for themselves. This is not fair. More important, since many
people pursue their interests in this way, the cost of protection for the
remaining ones may be so great that they do not think it is worth
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while. For this reason, some private multiparty contracts that would
benefit all parties never get made. Therefore, provided it can be
shown that a community enterprise financed by appropriately appor-
tioned taxes or assessments could convey to each person benefits that
he values more highly than he values his share of the cost, public policy
for this purpose improves the allocation of resources and is proper.
Indeed, in such a case, the public policy is merely an effective substi-
tute for the private contract that does not get made. However, the
proviso is crucial: If it is not possible to apportion the costs of the
enterprise in such a way that everyone will value his benefits more
highly than his share of the costs, then the enterprise represents a
misallocation of resources, and public policy to create it must be justi-
fied, if at all, on some other ground.

Suppose it has been decided that the costs of a proposed public
enterprise can be apportioned in such a way that every individual
will experience a net gain. This of course may include situations
where some people lose by the enterprise itself, but can be compen-
sated by the gainers so that everyone can still be better off on balance.
Then the question arises: Should the costs be so apportioned? Or
should they instead be apportioned equally or in some other simple
way, with a resulting transfer of wealth to the large gainers from
the small gainers and/or losers ? I would argue that if a large extra
cost were required in order to make each individual's net gain posi-
tive, and if the net losses of the losers under a simpler cost allocation
scheme were small, then the simpler allocation method ought to be
used, and the small wealth transfer ought to be tolerated. On the
other hand, if the wealth transfers would look large to the losers, I
would argue that compensation ought to be paid. Any substantial
wealth transfers that are made as a result of public policy ought to be
a part of the explicit wealth-redistribution policy, and be debated
and judged as such.

TVnelL a g-veriunent decides to cllec taxs or assessments 'or some

activity, the question still remains as to whether the activity should
be carried out by the government directly, or whether it should be
performed by some private agency or agencies under contract with
the government. This is not as important a question of principle as
the question of whether to plan and finance the activity publicly; it
should be decided essentially on grounds of efficiency.

A third case is that of resources whose competitive exploitation
would result in a waste of the resources. For example, when many
people own land lying above an oil deposit, it is in the private interest
of each person to drill and pump oil as fast as possible, before his
neighbors have time to get a very big share. But when everyone
does this, total costs will be greater and less of the oil in the deposit
will be recovered than if just a few wells were drilled in the right
places. Everyone could be better off under a unified drilling and
pumping operation, and there is a clear case for community action
requiring this. Fishing is another industry where this problem can
arise.

There are many public policies whose justification rests on the
premise that people are not well informed, either about their own true
interests, or about the alternatives open to them, or about the conse-
quences of their actions, or about all of these. Rules requiring the
disclosure of information about the contents of food and drugs, and
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about the nature of corporations whose stock is offered for sale, are
of this kind. So also are certain health, safety, and building regula-
tions.

A more basic policy that is justified this way in part is the prohibi-
tion against a person's selling or mortgaging himself: Freedom is a

paramount value, and whenever a person feels that he wants to sell
himself for something else offered in return, he should be protected
against his own poor judgment. I feel that there is another quite
different justification for this policy, namely that human beings are
simply not like other property, that they have a dignity that demands
they not be treated so, even though it is true that human beings are
an important form of wealth, constituting a large share of total
wealth.

The policy of compulsory education and tax-supported schools rests
on several of the justifications suggested above. The compulsory
aspect is based in part on the presumption that parents who would not
provide for the education of their children are not sufficiently aware
that education is a powerful force for the welfare of those who have it,
both increasing their knowledge of what opportunities exist, and wid-
ening the range of opportunities open to them in particular. Both
compulsory education and tax-supported schools are based in part on

the disparity between private and total net benefits. If I provide for
the education of my children, you are made better off than if I do
not, whether you have children or not. The benefit to my family
alone, from the education of my children, may not be great enough
in my estimation to cover the cost!, but the combined benefit to my
family and others is great enough so that if a suitable apportionment
of cost is made among us all, we can all get a net gain from the edu-
cation of my children. And similarly with other children.

The tax- support of schools makes sense for another reason. It is
clear that investment in education has a high payoff from a social
point of view, especially if particularly promising students are per-
mitted to continue beyond the minimum prescribed level of education.

Some of these promising students come from families that do not have
the resources to send them to school. The capital market is not organ-
ized in such a way that loans for the purpose of education are easy to

get, partly because people are not permitted to mortgage themselves:
a promising but impecunious student has nothing besides himself
that he could mortgage. Hence tax support for schools is a way of
making investments in education that, productive as they are, might
not be made otherwise.

X. THE PROPER PROVINCE OF FREE CONTRACT

After taking notice, in the preceding section, of the area within
which government can properly modify the results that would come
from free contract alone, I now turn to argue that there remains a
significant field within which the allocation of resources under free
contract is better than if public policy concerns itself with the prices
of particular commodities or the quantities consumed by particular
persons (these are the first 2 of the 6 points stated at the beginning).

Clearly there is a significant field where individuals do know what
they want better than the government does, and seek it fairly intel-
ligently; where they are reasonably well informed about their oppor-
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tunities; where resources are reasonably mobile between different uses;
where substantial competition prevails; and where effects of private
contracts on third parties are unimportant by comparison with what it
would cost to administer compensating payments. This field includes
a large part of the consumer goods area of the economy, and of the area
where techniques and capital goods and other resources are marshaled
for the production of desired goods and services. The mechanism by
which relative prices established under free contract allocate resources
is described briefly in section VI above; that section is an important
part of the argument here.

The economic history of the last hundred or 200 years supports
this argument in two ways. For one thing, it is possible to point to
many public policies that have sought, with public-spirited motives
but with unfortunate results, to do a better job of allocating resources
than free contract would do. When the FCC allocates valuable prop-
erty in the form of television channels to private citizens, it would be
better to auction them off, and thus allocate them to people who have
the highest opinion of their value, and at the same time to collect
some revenue so that taxes could be lower, rather than giving them
away free on the say-so of officials-a procedure that provides strong
temptation to dishonesty. If regulation is needed to prevent rail-
roads from exercising monopoly power, it should be administered in
such a way that a railroad can abandon a service that uses resources
more valuable than the service itself. Since the community wants to
assist low-income families who are in agriculture, it should do so in a
way that does not promote the production of additional farm prod-
ucts at costs greater than consumers are willing to pay. There are
many other examples.

The second way in which economic history supports free contract
in a wide field is in terms of the results of relying on it. I know of
no social and economic arrangement in the history of the world that
has succeeded in increasing the standard of living of the average man
as rapidly as has the system of private property and free contract that
has prevailed in the Western World. Other systems have demon-
strated the capacity to challenge it in the rate of growth of total out-
put, but not in the rate of growth of the output and distribution of
the things that consumers want.

XI. GOALS OF STABILIZATION POLICY

I now turn to my last three points, concerning stabilization policy.
I take it for granted that the maintenance of a high stable level of
employment is highly desirable, and that if we can attain it without
giving up other valuable things, we certainly should do so. I shall
argue that a stable price level is also desirable, not for itself, but be-
cause it is desirable that changes in the price level be accurately fore-
seen.

Consider first the relationship between flexible prices and unemploy-
ment. Suppose that the price level were perfectly flexible both up-
ward and downward, so that whenever more goods and services were
demanded with money than supplied in the economy as a whole, the
price level would rise immediately to remove the discrepancy, and
so that whenever less goods and services were demanded with money
than supplied in the economy as a whole, the price level would fall
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immediately to remove the discrepancy; then there would be no un-
employment problem. (There would of course be some normal mini-
mum amount of unemployment, perhaps 3 or 4 percent of the labor
force associated with the transfer of workers from one job to another,
but this is no cause for concern.) Therefore from the point of view
of minimizing Unemployment alone, perfect downward flexibility of
the absolute price level appears desirable. We do not have it, we
never have had it, and as far as I can see we never will have it, al-
though we seem to have a fair degree of upward price flexibility, as
evidenced by the fact that general shortages of goods and services are
rare and brief except when they are created by the imposition of
price ceilings or quotas.

If the price level is to be quite flexible upward but not very flexible
downward, as appears to be the case, then, in the absence of public
policy to the contrary, it is likely that in periods of strong demand the
price level will rise, and in periods of weak demand there will be
more than normal unemployment while the price level falls only
slowly, as has occurred more or less regularly in the past.

Even if we could have a perfectly flexible price level, I believe we
would not want to rely on it, because in practice rapid changes in the
price level are bad. Why are they bad? Only because they cannot
be accurately foreseen by everyone. When people make contracts
whose performance will stretch out over time, such as loans, rentals,
insurance, annuities, pensions, etc., or even when they simply hold
cash, they cannot do so wisely unless they know what the price level
will be at relevant points of time in the future as compared with its
present level. For example, suppose I lend you $100 today, to be
repaid after a year, and suppose we want to agree on terms that will
make it possible to buy 1.05 times as much a year from now, with the
principal and interest that you are going to pay me then, as can be
bought now with the $100 I am about to lend you. If we know that
the price level will not change during the year, we will agree that
you are to repay me $105, which is $100 with 5 percent interest. If
we know that the price level is going to double during the year, we
will agree that you are to repay me $210, which is $100 with 110 percent
interest. If we know that the price level will fall to half its current
value during the year, we will agree that you are to repay me $52.50,
which is $100 with minus 471/2 percent interest. As long as the future
behavior of the price level is known, it does not matter much what
it is going to be; we can adjust our loan contract to allow for it. But
if we don't know what will happen to the price level, then a contract
for the repayment of $100 at an interest rate of, say, 5 percent is of
unknown worth in terms of real purchasing power * * * it will be
worth more if the price level falls than if it rises. An escalator
clause could be written into the contract, as is done with some wage
contracts, but this device is cumbersome, and it could not very well
be used to protect the holder of cash from fluctuations in its real
value.

The same principle applies to any other contract stretching over
time: if the future course of the price level is known, then the con-
tract can be written to take account of these changes, and thus to pro-
vide for the payment of the amount of real purchasing power that
the parties to the contract want to agree upon.



358 ECONOMIC STABILITY AND GROWTH

If the real value of future payments to be made under such con-
tracts is uncertain, because future price levels are uncertain, then theuse of such contracts will be discouraged, with a consequent misallo-
cation of resources. Also, if the price level rises unexpectedly, there
will be an unexpected transfer of wealth from lenders to borrowers,which is unfair, and vice versa if the price level falls unexpectedly,
which is also unfair.

The argument for a stable price level, then, is essentially an argu-ment against imperfectly foreseen changes in the price level. It
is much easier to persuade people that the price level will be stable inthe future than to persuade them that it will rise or fall at some definite
rate, or that it will follow some prescribed path. An additional ad-vantage of a stable price level over a varying one, assuming that fore-
sight is equally good in both cases, is that with a stable level it is notnecessary to do quite so much computing in order to write out a con-tract that does what one wants in real purchasing power terms. Fur-
ther, there is a large volume of outstanding contracts for insurance,loans, etc., that were presumably made on the expectation that the
price level would stay approximately constant, and there is no equit-
able reason to transfer wealth from the lenders to the borrowers
under these contracts, or vice versa, by changing the price level now.

In view of the foregoing argument, I believe it is preferable tomaintain an approximately stable price level rather than having a
flexible one, and to rely on monetary and fiscal policy to prevent risesin the price level during periods when demand is strong and to pre-
vent unemployment and declines in the price level in periods when
demand is weak.

XII. STABILIZATION POLICY IN PRACTICE

A rising price level together with full employment is due to thefact thai miore goods and services are demanded with money thanare supplied by resource owners at the existing price level. Unem-
ployment is due to the fact that fewer goods and services are demanded
for money than are supplied by resource owners at the existing pricelevel. The cure for the former is to diminish the demand for goodsand services, and the cure for the latter is to increase it. The Federal
Government has several tools in its policy arsenal that can do thiswithout price controls or other serious interferences with resource
allocation as established by free contract. These include the follow-
ing (I describe them in terms of what one wants to do in a case ofunemployment; in a case of inflation the reverse of each would apply):

(i) Increase the quantity of money (deposits and currency) in thehands of the public without doing anything else-this is perhaps
done most simply by a Government deficit produced by either a cut
in taxes or an increase in transfer payments to the public (particu-
larly the unemployed).

(ii) Reduce interest rates and increase the quantity of money inthe hands of the public through open market purchases of outstand-
ing Government securities by the central bank. (A reduction inreserve requirements for commercial banks makes possible an essen-
tially similar operation in which banks buy the public's promissory
notes.)
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(iii) Increase Government purchases of goods and services by
means of deficit financing, thus creating a direct demand for produc-
tion and increasing the quantity of money in the hands of the public.

Of these three, the first already occurs to a considerable extent
automatically, due to the operation of various built-in stabilizers
such as progressive income taxes and unemployment benefits. All
three can be applied in a deliberate discretionary fashion, however.
I believe that if they are pursued vigorously, as soon as substantial
unemployment becomes evident, they can cure any depression
promptly; and of course if they are pursued too vigorously and too
long, they can turn any depression into an inflation. Similarly, I
believe that, if they are pursued vigorously in reverse, they can stop in-
flation promptly; and if overdone can turn any inflation into a de-
pression.

I do not believe that the great depression of the 1930's affords a fair
test of the effectiveness of countercyclical monetary and fiscal policy,
because either wrong or too weak policies were followed in the first
4 years of the decline. For one thing, the quantity of money in the
hands of the public was permitted to undergo an almost steady decline
of about 25 percent from the fall of 1929 to the middle of 1933; it
should have been kept fairly stable instead. Also, shortly after indus-
trial production had begun to rise in the early spring of 1931, and
then had turned down again the summer, the Federal Reserve raised
its discount rate from 11/2 to 31/2 percent, and then maintained it at
or above 21/2 percent for the next 2 years, when it should have been
kept low. Thus it was only after the depression had become very
deep, and private spending had fallen drastically, that public policy
began to come strongly to the rescue. This may explain why it was
not very effective when it did come.

The declines in 1948-49 and 1953-54 were much milder, especially
the second one. I believe that this was partly because in both of them
public countercyclical policy was more appropriate. In the 194849
decline, taxes were cut in the latter half of 1948, and the Federal
Reserve at least did not raise the discount rate after the decline
began (though it did not lower it). In the 1953-54 decline, taxes
were cut early in 1954, and the Federal Reserve lowered the discount
rate quite promptly and kept it low until the spring of 1955.

If I may be permitted to express the opinion, it seems to me that
early in February of 1958, when the January unemployment figure
of 4.5 million came out and showed an increase of 1.1 million from
December, about twice as large as the expected seasonal increase at
that time of year, it was then time for a tax cut.

There is one cloud on the horizon of the picture I have painted of the
effectiveness of stabilization policy, and that is this question: If un-
employment is to be kept fairly stable at a level as low as 4 percent of
the labor force (which is approximately the postwar average), can the
price level be kept from rising? Or put another way, if the price
level is to be kept stable, can unemployment be kept as low as about
4 percent of the labor force?

If one compares the histories of recent depressions, one finds it hard
to give a clear "ves" answer to this question. In depressions between
the two World Wars, prices apparently fell more readily than since the
second war. And if one compares the three postwar recessions, which
(at this writing) are about equally severe, the current one being a
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bit deeper than the others, one finds the following declines of the
Wholesale Price Index, the Consumer Price Index, and average
hourly earnings in manufacturing, each measured from its own peak
month to its own trough month:

1948-49 1953-54 1957 (latest)

Percent Percent
Wholesale Price Index--11 -1 Still rising (February).
Consumer Price Index- -4 -1 Do.
Average hourly earnings in manufacturing - - 1 -1 ->5 percent (February).

This suggests that prices are becoming less and less flexible down-
ward. If so, and if prices rise at all in the prosperous periods that
intervene between recessions, then we are in for a gradually rising
price level on a sort of ratchet principle: little or no change during
recessions and increases in between. If this is really the case, I
believe it is tolerable if the price level does not rise more than, say, 20
percent in a generation. I would prefer to accept an average price
increase of 1 percent a year, rather than having to accept an average
level of unemployment of 5 percent instead of 4 percent, if the choice
came down to that, because the price rise is largely redistributive,
whereas the extra unemployment represents foregone production of
goods and services.



INFLATION, THE WAGE-PRICE SPIRAL AND ECONOMIC
GROWTH

Otto Eckstein, Harvard University

The relation between economic growth and inflation is not a simple
one. Investment adds to effective demand, helping to drive up prices;
it also adds to the capacity of the economy, making possible an in-
creased supply of goods in the future. Inflation increases the oppor-
tunities for profit, but may discourage saving and distort the di-
rections of investment. This paper examines this relationship, pri-
marily emphasizing postwar experience in the United States. Most
of our attention will be devoted to the effect of investments and growth
on inflation, a relationship which has been discussed less fully than the
reverse.' Much of our analysis will run in terms of the movements
of the wage-price spiral.

I. LONG-RUN TRENDS OF OUTPUT AND PRICES IN ADVANCED ECONOMIES

The ambiguity of the relationship is brought out most clearly by the
long-run experience of many countries. Table I, which draws on the
long-run growth data assembled by S. Kuznets, gives the rates of
growth of output per decade for 8 countries, and the rates of price
change that accompanied the growth. It can be seen that periods
of rapid growth occurred with and without inflation, and that periods
of stagnation also saw a very wide range of price changes. Thus, as
a long-run phenomenon, there is no historical association between
growth and inflation.2

1 But see A. Smithies, The Control of Inflation, Review of Economics and Statistics,
August 1957, pp. 272-281, and S. Slichter, Thinking Ahead: On the Side of Inflation.
Harvard Business Review, September-October 1957, p. 15.

2For the United States, the correlation coefficients for the two series of decade-by-decade
changes of prices and output are 0.08 and -0.05. For most of the other countries, the cor-
relations are dominated by extreme values of inflation associated with little growth.
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TABLE 1.-Rates of growth of output per decade and rates of change of prices
per decade in some advanced countries

From preceding decade From preceding decade

Decades Decades
Output Percent price Output Percent price
growth change w change

UNITED STATES

1869-78
1879-88
1889-98 -- --- ---
1899-1908 --------
1909-18
1919-28 _
1929-38
1939-48
1950-54 1

UNITED KINGDOM

1865-74
18759 -4
1885-94 ---------------
1895-1904
1905-14
1915-24 -
1925 34----------------
1935-44
1949-53

JAPAN

1883-92 -
1892-1902
1903-12~ ---------
1913 22 --- - - - - - -
1923 32 .
1933-42 .
19.50-54I.. --- - - - - -

NORWAY

1900-1908 .
1909-18 --- - - - - -
191'-28 - -- - - - - -
1929-39
195054 ------------

NETHERLANDS

1904-13 .
1914-23 -
1924-33.--------
1934-43 -
1950-54 - ----------

38. 2
56. 4
35.5
39. 2
6.2

71. 7
29.0

21. 1
37.6
29. 2
16. 5

-0. 8
21.1
30.2
22.7

64. 8
34.7
45.3
67.4
62.1
10.6

33.0

38. 1
33.58

25. 1
40.1

.2
33.7

-19.5
-12.9
+9.3

+34. 6
+46. 3
-18.0
+34. 2
+34. 5

-15.0
-0.9
+9. 6

+106. 0
-16.6
+17. 1
+51. 3

+35. 4
+38. 2
+86. 5

-7. 1
+28. 6

+18856. 3

+71. 9

-37. 5
+174. 6

+58.3
-12.7
-7. 1

+145. 4

UNITED STATES

1874-83 -.-.-.---
1884-93 -------------
1894-1903 -- -
1904-13 --
1914-23 -
1924-33 .
1934-43 .
1944-63-

ITALY

1804-73 ---------------
1874-83 .
1884-93 --------------
1894-1903-
1904-13 .
1914-23 -------
1924-33 .
1934-43 -
195054 --------------

SWEDEN

1864-73
1874-83 ------------
1884-93 --- -
1894-1903 - ----
1904-13
1914-23
1924-33
1934-43
1950-54.1 -----------

DENMARK

1874-83 .
1884-93
1894-;903 ---- -- -----
1904-13-
1914-23 .
1924-33
1934-43 .
1950-54 .

54. 8
45.2
50. 6
29. 0
29.1
26.0
52.0

4.2
19. 4
11. 8
30. 7
9.3

40. 6
8. 8

23.9

30.6
21. 7
40. 5
40. 3
25.1
23. 2
36. 3
60. 1

24. 3
38.4
41. 9
35.8
36. 7
16.1
28. 5

-16. 0
-7. 1

+20. 7
+64.0

0
-7. 1

+84. 8

+13. 1
-8.7
-2.6

+11. 4
+260. 0
+35. 0
+18. 5

+4442. 4

-12.0
+2.7

+13.9
+99. 2
-11. 3
+ 13.0
+62.4

- 6. 2
0

+3.65
+126. 5
-26. 7
+25. 6
+119. 3

I Last figure for all countries is not a decade-by-decade comparison.

Source: S. Kuznets, Quantitative Aspects of the Economic Growth of Nations, Economic Develop-
ment and Cultural Change, vol. V, No. 1.

The explanation of these figures is quite simple. First in the late
-decades of the 19th century, which saw some of the most rapid growth
of western countries, prices were generally falling. Second, the
most drastic inflations were related to major political events-wars,
revolutions, civil strife, and so forth-which led governments to de-
preciate the currency through resort to the printing press, and of
course also interfered with the growth process. The severe infla-
tions that followed the two World Wars also had chaotic effects which
reduced growth.

The first generalization that must be drawn about inflation is this:
historically, inflation has primarily been a political rather than an
economic phenomenon.

. .
.
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1I. PRICE AND WAGE C] [ANOES OVER TE 13USINESS CYCLE

Turning to the briefer interval of the business cycle, the relation
between investment and price changes becomes clear cut. In the up-
swing, investment is high and prices increase; in the downswing, in-
vestment is low and prices fall.3 But the degree to which prices fall/
appears to be diminishing in the American economy. Yet it would
be an overstatement to argue that prices do not fall at all in business
contractions. 4 Table 2 summarizes the price declines in recessions
since 1920. It will be seen that wholesale prices were more flexible
than retail prices; it is the former which is the better indicator of
price movements, since consumer prices move sluggishly and with
considerable time lag after the economic events. It should also be
noted that the postwar recessions were very small, and that one episode
in the 1920's of comparable magnitude also saw very small price
changes.

The causes for this change in price behavior are well known. They
are the wider prevalence of administered prices, the preference of
American business for cutting output rather than price, the downward
rigidity of wages enforced by unions and the prompt fiscal and mone-
tary actions by government which are designed to minimize down-
ward disturbances.

The extent to which wages have become rigid on the down side
can be seen from the behavior of straight-time hourly earnings in
various industries in the recessions of 1937, of 1949 and 1954.

TABLE 2.-Output and price changes during business declines, 1920-58

Percent
change Percent Percent

Date of decline in FRB change change
index of wholesale CPI
produc- prices

tlion

1920-21 -------------------------------------- -30. 2 -44.1 -19.9
1923-24 -- 20.0 -8.8 -4.4
1929-32 -- 5.6 -35.1 -25.6
1937-38 --- ------------------------------------------------------- 33.3 -12.4 -4.2
1948-49 -- 18.3 -8.0 -4.4
193-54 -- 15.9 -1.4 -1.0
1957-February 198 - -------------------------------------- -12. 2 +. 4 +1.2

' BLS. Figures show the change from the peak month to the trough.

TABLE 3.-Clhange in hourly earnings in manufacturing during three recessions

1937-38 1948-49 1953-54

Percent decline of employment all manufacturing - - -25. 9 -5.3 -10.8
Percent change of wages in aU manufacturing - -- 5.7 -0. 1 +1.1

Durables - ------------------------------ -4.2 -0.1 +1.6
Nondurab-es. - -- 3.0 -0.1 +1.9

Percent of industries in which annual average wages fell ' (') 2.2 4.9
Percent of industries in which average monthly wages fell,

peak to trough of wages ' - - ------ 56.8 33.5 9.5

' Not available.
'Based on an industry breakdown of 118 industries in 1937, 223 in 1948, and 265 in 1949. BLS data pub-

lished in the Monthly Labor Review (and in Employment and Wages for 1937-8) were used. This includes
Industries outside of manufacturing.

I Tbough in the 1920's these price changes were very small.
For a fuller discussion of this phenomenon see A. F. Burns, Prosperity Without Infla-

tion, Fordham University Press, New York, 1957.
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Line 1 shows the extent of decline of manufacturing employment.
Lines 2, 3, and 4 show the movements of average earning each month
per hour in manufacturing, from their peaks to their troughs, show-
ing that the declines have diminished-actually increasing in the re-
cession of 1953-54. Line 5 shows the percent of industries in which
annual average earnings declined, a very small number in the postwar
period, and concentrated in the competitive industries like textiles,
logging, and jewelry. Finally, line 6 shows the percent of industries
in which average hourly earnings fell from the peak month to the
trough month, a much larger number due to the short duration of
the postwar recessions, with the declines scattered among industries
in almost all sectors of the economy, including durables industries.
This last measure indicates the diffusion of short-run wage declines,
and it can be seen that while the 1948-49 recession saw many industries
affected, the 1953-54 recession was much less diffused, even though
the decline in employment was greater. This need not necessarily
reflect a structural change in the economy, since average wages in
the latter recession increased.

m. THE WAGE-PRICE SPIRAL IN THE POSTWAR PERIOD

Much of the concern about the price trends in our economy has been
prompted by the wage-price spiral, in which wages are pushed upward
regardless of circumstance, productivity does not keep pace with
wages, and business is content to pass the resultant wage costs on in
higher prices, perhaps adding a little markup of its own. This
phenomenon is widely blamed on the structure of our labor and
product markets, and it is felt that the only policies which would
succeed in stopping this process would be those which would directly
address themselves to the market structure, rather than to the overall
levels of effective demand.5

In this section, we shall consider postwar wage and price behavior.
While we find that there clearly is a wage-price spiral, it does not oper-
ate quite as simply as the picture drawn above, nor is it as immune
to policies other than antitrust policies.

6 See J. K. Galbraith, Market Structure and Stabilization Policy, Review of Economicsand Statistics, May 1957, pp. 124-133.
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TABLE 4.-Rate of increase of straight-time hourly earnings and change in
employment in durable and nondurable manufacturing, 1947-57

Durable Nondurable

Year
Percent Percent Percent Percent

wage mployment wage employment
increase I change' increase I change I

1947 -_____--------------__--_---- 10.5 8.2 11.2 2.3
1948 - 9.2 -. 7 11. 4 1.4
1949- 1.2 -10.2 1.0 -4.1
1950- 7.7 7.3 7.5 2.9
1951 -- 6.4 11.5 5.4 1.9
1952 -6.4 4.6 2. 9 -. 2
1953- 6. 1 8.4 5. 3 .2
194 -2. 2 -10.6 1.9 -3.6
1955 -4. 8 4. 7 3.7 2.1
1956 - 6. 1 2.9 7.1 .9
1957 -3.8 .1 2.8 -1.2
1947-57 -84 27 78 4

I Increase In hourly earnings excluding overtime, monthly average for December.
' Change In annual average employment.

Source: BLS Monthly Labor Review.

The spiral is usually assumed to occur in its purest form in oli-

gopolistic industries, many of which are clustered in the durable sec-
tor of manufacturing. Table 4 shows the rate of wage increases in

durable and nondurable industries, as well as the rates of change of
employment. Wages rose throughout the period, though at widely
fluctuating rates. Employment in durables rose by 27 percent since
1949, while in nondurables it remained almost constant. The increases
in wages were very similar however, just a little bit higher for dur-
ables, indicating that wage movements tend to be rather uniform
despite fairly substantial variations in the economic circumstances of
the industries. Also, somewhat surprisingly, there is little evidence
of a systematic lag between the wage movements in the two sectors,
though our figures for annual changes might miss lags of a few
months. Given the very close correspondence between the wage move-
ments in durables and nondurables, our subsequent analysis will be
in terms of all manufacturing. Also, we confine ourselves to the
period 1948-57.5

The rate of increase of money wages has been very uneven, as can
be seen from table 5. Generally, in good times the increase has been
much larger than in recessions. Data for some of the factors which
have been cited as explaining wage movements are also given. The
percent change in manufacturing employment clearly is one impor-
tant determinant; 7 the 3 years m which wages rose much the least

.were the 3 periods of shrinking employment. But the influence of
employment changes on wages appears to be much weaker in other
periods; as long as employment is increasing, the rate at which it in-

e For a detailed account of the inflation in the early postwar years, see L. V. Chandler,
.Inflation: D- the Utilted States, 1940-48, Harpers, New York, 1951.

7The correlation coefficient between the two series is .63.
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creases does not appear to have a strong influence.8 In a period of
severe labor shortage, wages would rise more rapidly of course, but
this situation never prevailed in the last decade.

TABLE 5.-Increase in wages, prices, profits, employment, and productivity

[Percent]

Chance of
Increase employ- Change in Profit Increase Change,

Year in wages I ment, all consumer margins 2 in produc- real
manufac- prices I tivity 3 wages I
turig I

1947 - 10.0 5.4 8. 9 -- () 1 S
1948 ----------------- 10.6 .3 2.6 11.1 2.5 7.8
1949 -. 7 -7.5 -2.2 9.3 2.1 3.0
190 -2 S. 5.2 6.8 12.6 9.7 1.2
1951 -------------- 6.2 7.0 5.7 12.2 1.3 .51
1952- 5. 0 2.5 .9 9. 2 1.6 4.1
1953- 5.5 5.7 .7 9.2 3. 4 4.8
1954 -1.7 -7.3 -. 5 8.2 2. 8 2.2
1955 -4.5 3.6 .3 10.2 5.8 4. 2
1956 -7.0 2.1 2.9 9.7 .4 4. 0
1957 - 2.5 -. 4 3.1 9.3 .8 -. 6

I Change from December to December.
2 Annual average values; SEC data.

BLS data nublished in President's Economic Report, 1958, p. 108.'Not available.

Movements in 'consumier prices also influence wages, with wages
rising more or less concurrently.Y The v-age rise of 1948 appears to
have lagged behind the price increases of the postwar inflation;
during the Korean war, wages kept pace with prices, while in 1955-56
wages rose earlier and by a larger amount.

High profit margins are also a stimulus to wage increases. On the
whole, wages rose most when profits were particularly high, though
there also was some spillover of the upward pull on wages in the
following year.' 0 Our data do not permit us to evaluate the relative
importance of profits and prices as wage stimulants. Periods of high
profits were also periods of rising prices, and, insofar as there was
some lag of wages behind prices, it was also a lag behind profits, since
inevitably prokfts would rise when wages did not keep pace with
prices."

It is also interesting to note that productivity changes explain
very little of the alnnual wage changes. Except for the year 1950,
when both wages and productivity surged up, the two series move
independently.

Table -5 also throws some light on the movement of real wages,
defined as money wages divided by the Consumer Price Index. In-
creases of real wages cannot be explained by the employment situation
nor by movements in productivity; they appear to be the outcome of
the changes in money wages and prices. Thus, real wages stayed

IThe result also holds when wages are considered against total unemployment. This
lends support to the view that a substantial amount of unemployment halts the wage-
price spiral, but variations in degrees of full employment do not have much effect. The
degree of unemployment required appears to be of recession proportions, suggesting that
keeping unemployment at the requisite level Is not a realistic (nor a desirable) proposal.
See N. Jacobv, Thinking Ahead: The Threat of Inflation, Harvard Business Review,
May-June 1057, p. 15.

10 The correlation coefficient between wages and prices is 0.64.
I(' The correlation coefficient between wages and profits is 0.07.
" The multiple correlation coefficient of wages against employment changes and price

changes Is 0.67; substituting profit margins for prices yields a coefficient of 0.73.
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constant in periods of great prosperity (1951) and rose in periods of
considerable slackness 71949, 1954). They rose particularly in eri-
ods of price stability, suggesting that labor as a whole has a large
stake in stable prices.

To summarize our conclusions about the nature of the wage-price \
spiral, (1) there is a steady upward thrust in wages, dlue to the insti-
tutional nature of collective bargaining; (2) the amount of increase\
in a year is affected quite drastically by the change in manufacturing
employment, with the influence particularly strong in periods of
decline of employment ; (3) profit levels and movements in consumer
prices also affect wage movements; and (4) in periods of sharp price
rises, wages lag behind prices; in periods of stable prices, mone
wages continue to rise.

IV. INVESTMENT AND TI1E WAGE-PRICE SPIRAL

The rate at which the wage-price spiral progresses depends on the
degree to which productivity increases offset the rising wages, and on
the movements in profits anid in material prices. Table 6 shows the
rate of increase of wholesale prices of finished goods in manufactur-
ing, and the difference between wage increases and productivity in-
creases in this sector. It can be seen that prices rose most when pro---
dluctivity lagged far behind wages, though rises in material prices
and large profit margins also contributed to the inflation. But per-
hiaps most important is the diversity of experience of the period. In
the rise of 1948, wages and materials prices rose and profit margins
were high; in 1949, a rather slack year, materials prices fell, profit
margins were below average, but prices outran productivity, raising
prices. In 1950, profits rose very sharply, materials prices rose, but
productivity took such a jump that it exceeded the increase in wages
by 6 percent, keeping the price rise of the year quite small; 1951 saw
prices rise substantially as profits continued high, materials rose very
considerably, and wages moved parallel with prices. The next 4
years saw stable prices; profits fell below average levels; materials
prices first fell and then recovered somewhat; wages outran produc-
tivity in 1952 and 1953, but this was offset by the reverse relationship
in 1954 and 1955. In 1956 and 1957, inflation resumed; profits re-
mained at normal or subnormal levels, while materials prices began to
creep up. But a large impetus appears to have come from wages,
which rose by 5 percent a year while productivity was stagnant.

Thus, the rate at which productivity increases is an important vari-
able in the inflationary process. As table 7 shows, this rate has
moved very widely from year to year, and so we must search for some
explanation. The Bureau of Labor Statistics, in a detailed recent
study, cites five important groups of sources of rising productivity: (1)
shifts to high-productivity industries; (2) increasing capital per
worker; (3) technological progress; (4) changes in the volume of out-
put; and (5) improvement in human resources."2 The first factor,
intenindustry shlifts, accounts for little of the total postwar increase.
As for the other factors, while they certainly were at work, they seem

2 U. S. Department of Labor, Bureau of Labor Statistics, Postwar Productivity Growth
In the United States, April 1957 (inlmeo), a paper presented at International Conference
on Productivity, Paris, F rance.
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to operate slowly and gradually, and explain relatively little of the
year-by-year variation in productivity.

TABLE 6.-Price increases, ezcess of wage increases over productivity increases,
material costs, and profits in manufacturing, 1948-57

[Percent]

Wage rise Profit margin
Year Prlce In- minus pro- Materials on sales,

creases' ductivity price rise 3 manufactur-
rise 

2
ing 4

1948- 7. 9 6.9 8.9 11.1
1949 --------------------------------------- -2.8 3.0 - 3.8 9.3
1950 -------------- B--------- -6.2 5.3 12.6
1951- 9.5 6.8 14.0 12.2
1952 --. 5 3. 6 -9. 9 9. 2
1953 --. 8 2.8 18 9.2
1954 -. 3 .1 .3 8.4
1955 -2 -2.4 2. 7 10.2
1956- 2.8 4.5 3. 9 9.7
1957- 3.6 4.4 2.3 9.3

1 Increase in annual average prices of finished goods in manufacturing; BLS data.
2 Percent change, annual average hourly earnings excluding overtime in manufacturing, minus percent

change of output per man-hour; BLS data.
3 Computed from annual average prices of materials used in durable and nondurable manufacturing,

weighted by the sales in the 2 sectors.
4 SEC data, profit margins before taxes.

TABLE 7.-Rate of increase of output per man-hour in manufacturing, investment
in plant and equipment, and rate of increase of equipment per man-hour

Percent Investment Percent Percent Percent
increase, in plant and increase, change in change,

Year output per equipment equipment employ- output per
man-hour 1 (1947 per ment 4 production

dollars) 2 man-hour 3 worker-hour a

Billions |
1948 - ------------------------ 2.5 8.4 9.0 0.3 4. 5
1949 _-- _-- _-- _-- 2.1 6 3 124 -7 5 4.
1950 -9 7 6.5 I5 5.2 4.4
1951 -3 8. 6 2. 3 7.0 2.8
1952 -L-------------- . 9.2 6.3 2.5 L.5
1953---------------- 3.4 9.3 4.8 5. 7 2. 9
1954- 2. 8 8 6 9.2 -7.3 3.9
1955- 58 8.7 .9 3.6 5.4
1956 -4 10.7 (3) . 2.1 .8
1957 -. 8 10. 9 () -. 4 3.9

X Computed from BLS data, reported in President's Economic Report, 1958, p. 108.
2 SEC data, reported in President's Economic Report, deflated by implicit gross national product de-

flators.
3 MAPI data reported in Joint Economic Committee, Productivity, Prices, and Income, materials pre-

pared by the committee staff, joint committee print, 85th Cong., 1st sess., 1957.
4 BILS data, reported in Monthly Labor Review.
5 Computed from data In BLS, Postwar Productivity Growth in the United States, op. cit., p. 22; data

for 1948, 1949, and 1957 based on interpolation for output by means of FRB index for industrial production,
and for hours from BLS data for production workers and average workweek.

2 Not available.

Table 7 shows some of the relevant data. Increases in output per
man-hour, our measure of productivity, moved very unevenly, rang-
ing from 9.7 percent in 1950 to 0.4 percent in 1956. Investment in
plant and equipment explains none of the year-by-year variation;
changes in equipment per man-hour appear to have an influence on
productivity in the succeeding year, but it is the change of man-hours,
not of equipment, which is the explanation; that is, after years of
slackness in the economy, productivity comes into its own when a high
level of activity is restored. This effect is also borne out by the em-
ployment data. The years of greatest productivity increase saw big
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increases in employment; the worst years saw employment stable.
But, on the other hand, when employment really fell a large amount,
productivity rose somewhat.

Part of this pattern can be explained by the shifting proportion
which production workers represent in total employment.13 The num-
ber of employees other than production workers in manufacturing
rose throughout the period, regardless of the movements in output,
though not always at the same rate. To some extent, this is due to a
trend toward white-collar jobs; partly it can be explained by manage-
ment's greater willingness to lay off production workers rather than
supervisory and clerical overhead; and surely Parkinson's law of the
inexorable growth of bureaucracies offers some explanation. In any
event, the increases of output per production worker-hour are con-
siderably more regular than for all employees, explaining much of the
cyclical movements in average productivity.

As for the long-run movements in productivity, investment in plant
and equipment, in research, and in education are the major deter-
minants. Even though the effects are not clearly identifiable in the
same year or with a fixed lag, there can be no doubt that a high rate of
investment will mean rising productivity, a low rate of investment
stagnant productivity. Since it is the rising productivity which takes
the edge off the wage-price spiral, it is an important postulate of an
anti-inflation policy that there should be no unnecessary interference
with business plans for investment, and that inducements in this direc-
tion be offered.

Of course, investment not only raises productivity; it also adds to
demand and drives up prices. It adds to employment, and thereby
strengthens the bargaining position of unions. It also serves to drive
up material prices, and in the event that the demand for capital goods
strains the capacity of the capital goods industries, there will be a
runup of capital goods prices.

Whether the net effect of investment on the rate of inflation is posi-
tive or negative is a question which has no clear-cut answer. It de-
pends on the circumstances of the moment. To illustrate this point,
we examine in more detail the most recent inflationary episode.

V. THE INFLATIONM OF 1955-57

After almost 4 years of stable prices, inflation again set in in 1956
and 1957. The Consumer Price Index rose 6 percent, with medical
care, personal care and transportation rising most. The increased
prices in the personal services are primarily due to the gradual rise
in service wages, which does not appear to be offset by much of an
increase in productivity.

In addition to the inflation in service industries, the wholesale
prices of finished goods in manufacturing rose substantially. This
was not fully represented in the Consumer Price Index because the
finished goods of manufacturing do not constitute a very large portion
of the index, and also because the retail margins on durable goods
shrank somewhat. But the inflation in manufacturing is perhaps
the more serious one. For one thing, the rising wages in services are

tJ I owe this observation to Prof. J. S. Duesenberry.
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a belated reflection of the wage patterns set in manufacturing; and
for another, the price increases were larger in manufacturing.
Among the price deflators of gross national product, the most com-
prehensive price indexes applicable to the American economy, the
largest increases occurred in producers' durable equipment (12 per-
cent), nonresidential construction (10 percent) and Government pur-
chases of goods and services (10 percent), while the price of GNP as
a whole rose 7 percent and conisumiption 5 percent.

The inflation of recent years has been widely associated with the
capital goods boom and with the wage-price spiral. As far as changes
in the Consumer Price Index are concerned, this is not really true,
since it was the personal service components that rose most. But the
two cases do appear to explain the inflation in wholesale goods prices.
That wages rose while productivity stood still was seen in table 7; and
the size of the price rises in the capital goods sector is certainly con-
vincing evidence that it was the center of the inflation.

Table 8 presents some of the relevant data, presenting increases of
prices, wages and profits for selected industries from 1953 to 1957.
Several significant observations can be made. First, it will be seen
that wages increased fairly uniformly, much more uniformly than
prices or profits. Second, not all of the machinery industries enjoyed
such large price increases.

The chief bottleneck appears to have been in the steel industry.
Here prices and wages rose most. The industry operated at peak
capacity from April 1956 to March 1957, the height of the capital
goods boom, except for the strike in the month of July. Profits were
at a very high level, despite the strike which lost almost a month of
production. Prices of some kinds of machinery rose an equal amount,
30 percent, but wages in this sector rose no more than the average,
producing profits which were very high. All other prices rose much
less, ranging from 20 percent in rubber, to 14 percent in autos. to less
than 4 percent for nonferrous smelting and chemicals.

The unevenness of the price increases, even among industries with
oligopolistic market structures, suggests that demand factors were of
considerable significance in the last inflation. But it was not a gen-
eral excess of demand over the Nation's capacity to produce, but a few
critical areas in the hard-goods sector. The absence of an excess of
overall effective demand can be seen from the small rise of real GNP
in 1956 (and no rise at all in 1957), and the widespread and growing
idle capacity which was reported in the McGraw-Hill surveys of those
years.
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TABLE 8.-Wage, price, and profit changes, selected industries, 1958-57

Percent Percent Percent Profit Margins
Industry price wage profit 1953 5 1957

rise'I rise'I rise
2
I

All manufacturing -10.0 18.1 42. 5 4.2 5.0
Durable manufacturing-13.0 19.3 (') (') 5.1
Machinery excluding electrical -11.0-31.0 18.9 63.4 4.2 5.2
Electrical machinery -21.9 18.2 48.4 4.1 4.1
Rubber products-20.6 20. 2 36.6 3.8 4.4
Contract construction -9.8 21.0 (') (') (3)
Steelmaking- 30.7 26.4 61. 2 5.3 6.9
Nonferrous smelting, etc-3.8 24.1 28.9 6.4 7.4
Coal mining -13.4 22.6 (') ('

Copper mining -. 21.0 (3 (') (3)
Autos -14.1 19.2 44.0 4.0 6.4Chemicals -3.5 22.4 72.5 6.1 7.8

' Average 1953 to October 1957: BLS wholesale prices and hourly wages.
' SEC data, 1953 versus last quarter of 1956 plus 3 quarters of 1957.
3 Not available.

The amount of inflation caused by these bottlenecks was very con-
siderable. Not only does the price of the steel and machinery repre-
sent higher costs to a broad range of industries, but the large wage in-
creases granted by the bottleneck industries set the pattern for col-
lective bargaining in many other industries, and certainly were a
strong contributory cause to the generally large wage increases of 1956
and 1957.

Our emphasis on a few bottlenecks is not designed to make light of
the wage-price spiral and the underlying oligopolistic market struc-
tures. On the whole there was a substantial correlation between the
degree of monopoly in an industry and the size of its price increases,14
though it is difficult to determine to what extent this relation is due to
market structure rather than the greater prosperity which happened to
fall on the relatively concentrated industries in the last boom. And
we have already seen earlier that wages in this period seriously outran
productivity, even though consumer prices were relatively stable.
But the data do suggest that the wage-price spiral does not fully
explain the inflation by any means.

VI. SOME POLICY CONCLUSIONS OF THE RECENT INFLATIONARY EPISODE

If our interpretation of the inflation of the last 2 years is correct,
certain conclusions about the appropriateness of the policies employed
will follow. The tight monetary policy was our most important
anti-inflationary action; fiscal policy was used only to the extent of
cutting some expenditures, particularly defense, in the late stages of
the boom, and of at least keeping taxes at constant rates.' 5

Given the policy weapons available, the fiscal and monetary meas-
ures undertaken were about the best that could be done to fight infla-
tion, aside from bad timing, assuming this to be the paramount policy
objective at the time. And even if the growth of economy were con-
sidered a more important objective than price level stability, it is

"The rank correlation between the concentration ratios of the 21 Industries In manu-
factuirlng and their price Increases between 1953 and 1957 Is 0.68.

15 But the more liberal depreciation allowances permitted by the tax revisions of 1954
certainly worsened the Inflation considerably.

23734-58- 25
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dubious that more inflationary policies would have increased growth.
But the policy instruments were inadequate for the purpose.

As far as controlling the wage-price spiral is concerned, the rate of
wage increases was slowed down in 1957; this must be considered
one of the successes of the monetary policy. But it was slowed down
at a considerable price. First, the general level of economic activity
was kept in check below the overall capabilities of the economy. Thus
a certain amount of potential output vas thrown away. Second, there
were the much discussed discriminatory effects against residential
construction, small business, and local governments. Third, because
of the slackness in manufacturing, as evidenced by idle capacity and
a decline in employment, productivity stagnated. Thus, even though
wages slowed down, labor costs continued to rise, and that, after all,
is the critical consideration from the anti-inflationary point of view.
Finally, insofar as investment was reduced below the capacity of the
capital goods industries, a condition that did not really become signifi-
cant until 1957, future productivity in the economy was diminished.

The monetary policy also reduced the pressure on the specific bottle-
necks which were the focal points of the inflation. Certainly the de-
mand for steel and machinery was reduced; the reduction of local
public works, of investment, and of residential construction affected
steel demand. But the policy did not restrict with sufficient precision.
In residential construction, the major sector affected, steel is not such
a large factor input, and the industry itself had lots of idle capacity.
On the other hand, consumer durables, which really are fabricated
steel products, were relatively little affected. And the investment of
large business in equipment and industrial plant was also relatively
immune. So the edge was taken off the general prosperity without
really eliminating the bottlenecks in the economy.

What would have been more desirable policies in this situation?
If our analysis is correct, policies more suited to the specifics of the
case would have resulted in less inflation, more prosperity, and a
growth in final demand which would have permitted consumers to
take the increased output off the market. Policies directly hitting at
the market structure and behavior that causes the wage-price sniral
would in principle be desirable.6 A vigorous antitrust policy, both
for management and labor, would certainly be a step in the right
direction. But it is my guess that any policy instrument that would
be effective would have such adverse side effects in the form of bureau-
cratic interference with business and collective bargaining, that it
would not be worth the cost.17

Policies that cope more effectively with the bottlenecks are defi-
nitely possible however. Consumer credit controls would have been
eminently desirable; the steel shortage would have been solved with-
out crippling residential construction, and insofar as some of the
machinery industries were not running at capacity, investment would
have been somewhat greater. Finally, a backlog of demand for dur-
ables would also have proven very advantageous in the subsequent
recession.

1- For some proposals along these lines see J. K. Galbraith, Are Living Costs Out of
Control? Atlantic Monthly, February 1957. and A. P. Lerner, Halting the Current Reces-sion, Commentary, February 1958, pp. 110-117.

I For a fuller presentation of this view see S. Slichter, op. cit.
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Better control over the level of investment is also necessary. In
theory, monetary policy is a direct, general control instrument over
investment; but it does not live up to its billing. Somehow, more
of investment must be brought under Federal Reserve or Treasury
control. It is to be hoped that the Monetary Commission appointed
by the Committee for Economic Development will present some pro-
posals for new Federal Reserve powers along these lines. One in-
strument to be administered by the Treasury has been proposed:""
depreciation allowances permitted for tax purposes would be made
variable with economic conditions. For example, in the midst of a
capital goods boom, relatively small allowances might be permitted
on new investments in the first few years; at other times, large allow-
ances might be made, thus providing a strong incentive to business
to smooth out the sharp surges in investment.

There are good arguments against policy instruments with specific
impacts, such as consumer credit controls or variable depreciation
allowances. They are unpleasant to administer and generate po-
litical pressures which interfere with reasonable timing. But if we
are unwilling to add such instruments to our policy arsenal, we should
face the fact that we cannot cope with inflation without reducing the
growthl of the economy and runniniig serious dangers of depression.

There is alwtys some danger in drawviing policy conclusions from
the latest experiencec, for history does not repeat itself precisely, and
the next inflation will no doubt have unique properties of its own.
But the type of inflation we have experienced recently is likely to re-
cur. The necessary conditions for the wage-price spiral will per-
sist ; and investment has come in spurts throughout our history. We
should, therefore, be prepared for a repetition of the case.

VII. CONGLUDING COMIMUf ENTS

The data analyzed in this paper are economic aggregates which
can only convey a part of the true picture of recent economic history.
Our conclusions must, therefore, be tentative, and no more. Yet even
the aggregates convey certain fundamental points about the infla-
tionary process in the United States which even more detailed analy-
sis would probably not overthrow. Let us restate our main con-
clusions.

(1) Over the broad sweep of history in many countries, no in-
exorable correlation between inflation and economic growth can be
found.

(2) The downward rigidity of wages and prices in the United
States has become stronger since the 1930's.

(3) There is a wage-price spiral in manufacturing over a, wide
range of economic circumstances, but its speed is affected by several
factors.

(4) The rate of increase of wages is influenced by changes in em-+
ployinent, by profit levels and by movements in consumer prices.

(5) The rate of increase in productivity is uneven and is par-
ticularly large in years of high economic activity. The slow in-
crease of output-per-man-hour in slack years is due in part to the
undiminished employment of nonproduction workers.

Is E. D. Domar, The Case for Accelerated Depreciation, Quarterly Journal of Economics,
November 1953, pp. 493-519.

373



374 ECONOMIC STABILITY AND GROWTIH

(6) The increases in the wholesale prices of finished goods of man-
ufacturing can be explained in terms of the extent to which wage in-
creases exceed productivity increases, in teirms of profit margins and
of material prices. In the inflation of 1950-51, profits and materials
prices provided the primary inflationary impetus; in the inflation of
1956-57, wage increases without productivity increases appear to have
played the largest role.

(7) The inflation of 195G-57 in manufacturing had a very uneven
incidence. Partly it was due to the wage-price spiral; but to some
extent it was also caused by bottlenecks in some segments of the dur-
able sector, particularly the steel industry and some parts of the
machinery industry.

(8) The policies used to fight this inflation were too broad, with
only a fraction of the overall effects serving to reduce inflation. The
use of more specific instruments of policy is suggested.
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John P. Lewis, Indiana University

The fact that price variables thread their way throughout the
economic fabric creates two outlining problems for this Joint Eco-
nomic Committee study. It is hard to narrow the scope of the over-
all study to anything much less general than "the behavior of the
American economy." And it is hard to divide the subject into sub-
topics that will avoid a great deal of overlap among the contributors.

This paper, I fear, may be particularly guilty on this matter of
overlap. The committee staff has provided an outline for the study
that is coherent and comprehensive. However, it would be difficult
to deal with any one of the more specific assigned topics adequately
without touching upon some or most of the others. The present group
of papers, for instance, is supposed to discuss "prices, employment,
output, income, and resources." But one cannot explore the inter-
relationships of these variables very far, even descriptively, without
also considering wages and other costs, expenditures, productivity,
and capacity. Nor is it easy to pursue any such descriptive analysis
very assiduously without slipping over into some prescriptive or
policy inferences.

Accordingly the choice seems to be between an intensive investiga-
tion of selected aspects of the assigned topic or an attempt to deal
rather sweepingly and, no doubt, somewhat superficially with much
of the whole range of issues to which the committee is addressing
itself. My choice has been dictated by what, I suspect, is a minority
view as to the priorities among our informational needs concerning
"the price problem." Our paramount need at present, it seems to me,
is not for more detailed and trustworthy information about specific
aspects of price behavior or for more penetrating analyses of par-
ticular relationships between prices and other variables. Rather
it is for a clearer, more comprehensive and candid overview of the
price problem based upon the facts and probabilities that economic
investigation already has revealed.

It would be thoroughly irresponsible, of course, to imply that we
do not badly need still more and better data in this area, or that further
detailed empirical analysis cannot improve our generalized diagnoses
of the problem. As the committee staff's document of last June,
Productivity, Prices, and Incomes, admirably emphasized, the data
presently available for the analysis of the aggregative relationships
between prices and other variables are by no means complete, wholly
reliable, or uniformly well suited to the purpose. Moreover, we could
use a great deal more in the way of case-study information about the
institutional details of pricemaking and wagemaking procedures in
large industrial corporations and certain other pricing jurisdictions.

Nevertheless, we do already have a good deal of usable data about
price behavior and price relationships in the contemporary United
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States economy. The joint committee itself, in the staff document
just mentioned, has taken a major stride toward assembling, digesting,
and interpreting such information. We already know enough to sort
out the general outlines of the price problem that the American econ-
omy probably will face during the next decade or so, to sort them out
tentatively but with some degree of confidence, and to begin identify-
ing the kinds of policy alternatives which the problem poses.

The rhythm of some social problems is such that forehanded policy
planning cannot always safely await the findings of exhaustive re-
search We are dealing with such a problem here. Therefore, in what
follows, I have attempted a broad-stroke diagnosis which runs the
risks of oversimplification, of being upset by new evidence, and cer-
tainly of dismemberment by the other participants. But I hope it
may bring some of the major issues implicit in the present study, and
some of their interrelationships, into sharper relief.

THE PROBLEM OFrRICING PRAGrICE AND ITS CONTEXT

I have been speaking of "the price problem." This is an ambiguous
phrase. It could refer to a variety of difficulties. If, for example,
commodity and factor prices became so thoroughly inflexible and rigid
that relative price changes no longer did any or much of the job of
guiding the allocation of resources in directions that consumer, in-
vestor, and Government buyers want, we could call that "the price
problem." Or if total spending in the economy had gotten consistently
into the habit of outstripping our ability to produce, so that we per-
sistently suffered from the kind of excess-demand inflation which
afflicted the economy in 1941-45, 1946-48, and during the first 8
months after the Korean outbreak, we certainly might call that "the
price problem."

However, I take it that when most of us say "the price problem"
today we're thinking of something different-namely, our fear that
pricing practice in the United States may. to a degree, have become
antisocial. By "pricing practice" I mean the pricemaking and wage-
making activity, much of it involving the making of discretionary
decisions, that currently is carried on within the framework of such
institutions as large industrial corporations, labor unions, regulatory
commissions, and farm price-support programs. Our nagging fear
is that-by accident rather than design-we have stumbled into a com-
bination of institutional and other arrangements that has begun to
yield a pattern of pricing Dractice that will have unfortunate results
for the economy as a whole. This worry, which first became wide-
spread in the United States in the late forties, has been vigorously re-
vived by events since 195.5. It is the anxiety which the catch phrase
"cost-push inflation" rather crudely expresses. And I presume it
represents the chief motivation for the present joint committee
exercise.

Before we try to outline how pricing practice can influence the
badness-or goodness-of the economy's "results," I should specify
briefly the standards of economic performance I am invoking.
The economy's performance standards

We are interested, in the first place, in full production and full em-
ployment. By full production I mean producing up to our normal
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productive capacity-which grows irregularly but persistently, thanks
to our rising ability to produce per man-hour and a growing labor
force. To insist on this performance standard is not to argue the
desirability of abnormal rates of output with overtime, extra shifts,
and inadequate maintenance of equipment. But it is to say that we
want to produce what we're tooled up to produce and are disposed to
produce. And it is to recognize that leveling, let alone declining,
output represents increasingly unsatisfactory performance. On the
employment side, static output means rising unemployment, not only
because of a growing labor force but because of the ability, as time
passes, to produce a given output with fewer and fewer workers. Our
employment objective is to minimize all but so-called frictional
unemployment.

In the second place, I shall assume that we seek price-level stability.
There are, of course, some economists who register a positive preference
for a slowly rising price level; and there is a smaller minority which
favors gradually declining average prices. But for reasons that I
shall not take time to detail because they are widely recognized, it
seems to me that the conventional goal-that of price-level stability-is
the correct one for public policy planning. It should be emphasized
that, in principle, this objective is in no way inconsistent with plenty
of flexibility in relative commodity and factor prices to guide the
allocation of resources.

In the third place, we seek a lively rate of growth in the physical
size of the economy-that is, in normal productive capacity or, if you
prefer, in our ability to produce per man-hour times the number of
man-hours the labor force wants to work. We might also say here
that, over the long run, Americans want continuing growth, not only
in output, and in output-per-head, but also in leisure per head. The
fruits of rising labor productivity can be taken in either form-more
output or more leisure-and over the long sweep we have taken a
combination of the two. However, it is mainly the desire for con-
tinuing expansion in our output capability that seems to have cap-
tured the imaginations of Americans since World War II. And, as
the joint committee's especially valuable hearings on world economic
growth and competition in December 1956 emphasized, this is the
kind of growth that is vitally related to the Nation's strategic in-
terests.

Just 2 further notes on this matter of performance standards: In
adopting the 3 I have just mentioned-(1) the fullness of production
and employment, (2) the degree of general price stability, and (3)
the rate of growth in productive capacity-as standards for judging
the healthiness or unhealthiness of pricing practice's impacts on the
economy, I should emphasize that this list of criteria certainly is not
exhaustive. Even within the realm of considerations commonly
called economic, one might want to add an explicit, end-in-itself con-
cern for the efficiency of resource allocation, or for the equitability
with which incomes are distributed, or for the degree to which eco-
nomic (and hence, political) power is dispersed through the system
rather than being concentrated in unwieldy lumps. Moreover, there
are some frankly noneconomic standards against which the effects of
pricing practice might sensibly be measured-for example, the need
to maintain adequate domestic supplies of strategic raw materials.
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However, the following discussion is limited to effects upon produc-
tion and employment, on the general price level, and upon economic
growth. I assume that these are the things the committee is mainly
worried about in the present context.

The other footnote to be made concerning the performance criteria
is simply that we should not expect simultaneously to satisfy all of
them completely. Social practices and policies almost always involve
some compromise between partially conflicting objectives, and so it
is in this case. There is a need for new public policies when the best
possible compromise under existing policies not just misses, but rather
badly misses one or more of the marks which the standards set.
Since I am inclined to advocate new policies in the present instance,
I want to make it plain that no counsel of perfection is intended.
The influence of pricing practice on stability and growth

(1) Via its impact on incone distribution-one of the two prin-
cipal ways in which the pattern of pricing practice in the United
States registers its effects upon the economy's stability and growth
performance is through its impact upon the distribution of gross
national income among the buyers of the gross national product. The
price system-the relationships among finished, intermediate, and raw
product prices together with wage rates, rents, interest rates, profit
margins, and depreciation rates-constitutes 1 of the 2 great distribu-
tive mechanisms in the economy. The other is our system of taxes and
Government transfer payments. Together they determine how gross
income gets split up among the major purchasing groups. And this
income split heavily influences the abilities and inclinations of the
purchasing groups to maintain or increase their expenditures.

This last is most clearly true in the case of consumers, where the
volume of spending is plainly highly dependent on the volume of dis-
posable personal income. The dependence of business investment
expenditures upon the amount that businesses retain out of their gross
receipts in the form of depreciation allowances and undistributed
after-tax profits is much less complete or reliable. But there is a rela-
tionship, as there is between the net receipts and the expenditures,
especially for current expense purposes, of State and local govern-
ments.

In very rough, overall terms the pricing system's function with
respect to income distribution may be thought of as that of determin-
ing whether the division of the private income shares between house-
holds and businesses is kept within the tolerances necessary to
maintain a balance between consumption spending and investment
spending. Stable growth requires a reasonably steady rate of invest-
ment, and therefore it requires that current profit rates not deteriorate
enough to discourage investment and that current gross retentions by
business be sufficient to facilitate the financing of investment. At the
same time, however, nothing can discourage investment so decisively
as a withering of the markets for the products of the new and im-
proved productive capacity which investment helps put in place. This
means that real consumer incomes must be kept growing, mainly
through rises in wages relative to product prices, so that consumption
growth can parallel and, as it were, make good the growth in produc-
tive capacity.
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More closely considered, the issue comes down essentially to that
of how we distribute productivity gains-that is, how we distribute
the potential savings in unit labor costs that accrue from technological
and other developments which enable us to produce more output per
man-hour. Considering the private economy as a whole, there are
three broad channels through which such productivity gains can be
distributed-to property or capital, in the form of higher profits, in-
terest, rents, or depreciation charges per unit of output; to labor, in
the form of higher money wage rates; or to consumers and other end
users, in the form of lower product prices. The kind of pattern of
pricing practice that is required to support steady economic growth
essentially is one which keeps productivity gains flowing through
these channels in such fashion as (1) not to impair the incentives for
and the financing of investment, and (2) to prevent the spoilage of
markets.

For purposes of later reference it should be emphasized that these
growth needs with respect to income distribution do not, in themselves,
imply any particular necessary course for the price level. On other
grounds it may be argued that continuing price inflation or continuing
price deflation would sooner or later become incompatible with steady
growth because of its eventual impact upon buyers', and especially
upon investors', expectations. But this is a separable issue that will
be touched upon later. As far as growth-conducive income distribu-
tion is concerned, the pricing requirement is a relative one. The
needed nurturing of consumer real incomes, for example, can take the
form of rising money wages and stable money lprices, or of stable
money wages and failing money prices, or of rising money prices
coupled with faster increases in money wages. The last is the pattern
that we actually have gotten in the United States recently and it is
one, I shall argue, that is apt to persist.

(2) Via it8 impact on pr7ice-output relationships.-The most obvi-
ous and direct effects which pricing practice works upon the economy's
production, employment, and price-level performance are those which
it exercises through its impact on the pattern of price and output
responses to changes in demand. Since total demand or expenditures
equals total real output times average product prices, every change in
aggregate demand must cause a change in output, or a change in the
price level, or some combination of the two. The pattern of general
price-output relationships, for which the technical term is "the aggre-
gate supply function," has not been widely discussed in popular eco-
nomics writing, but it can be though of as one of the basic determinants
of the economy's behavior, and implicitly it crops up in forecasting and
economic policy discussions all of the time. For it is necessary to have
some notion of what the joint price and output responses to a change
in demand will be to have any opinion about whether the change in
demand will be desirable or not. In a recession, for instance, a man
who advocates cutting personal income taxes as a means of stimulating
consumer demand is assuming that the impact of additional demand
will not, at least, be wholly spent in raising consumer prices but, in-
stead, will cause a significant rise in real output-and, therefore, also
probably in employment. In other words, he is implicitly assuming
he knows something about the shape of the aggregate supply function.

Fifteen years ago it was customary among American disciples of
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"the new economics" to assume that the pattern of price-output rela-
tionships in the United States approximated something along the lines
of figure 1, wherein the effect of increases in demand would be almost
wholly to raise output rather than prices up to "the point of full em-
ployment." There, it was assumed, price-output relations suddenly
turned a sharp corner so that, thereafter, the effects of further in-
creases in demand would be almost entirely perverse, raising pricE s but
not output. This picture, which Johnl Maynard Keynes had initially
drawn only as a simplifying premise, without any pretension that it
described how things actually work in a modern western economy,
rested on two assumptions: (1) that competition among workers and
among other resources for employment and among products for mar-
kets would be effective in keeping the lid on price increases up to the
full employment point, and (2) that full employment capacity could
be assumed to be quite literally fixed in a "short run" that was long
enough to be significant.

Figure 1

THE SIMPLIFIED, OPTIMISTIC
PRICE-OUTPUT HYPOTEESIS
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Figure 2

A MORE REALISTIC IMPRESSION OF CONTEMPORARY
PRICE-OUTPUT RELATIONSHIPS IN THE UNITED STATES
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In the late thirties and early forties economists and economic policy
advisers seized upon this hypothesis, chiefly, I am convinced, because
it was so attractive. It was a most appealing hypothesis because it
seemed to narrow down the problem of how to maintain full employ-
ment without inflation simply to a question of aggregate demand man-
agement. This was the kind of stabilization assignment that govern-
ment was best equipped to tackle. It already possessed the necessary
tools-namely, those of fiscal policy and monetary policy-for exerting
a powerful influence upon aggregate demand, and the corner or kink
in the aggregate supply function made a perfect target for them. It
looked as though government should be able to maintain substantially
full employment and a substantially stable price level just by making
more enlightened use of its traditional fiscal and monetary powers,
without having to experiment with any more noisome and meddlesome
interventions into private decisionmaking.
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The trouble, of course, is that the simplified, appealing aggregate
supply hypothesis is a very unrealistic picture of price-output rela-
tions in the contemporary American economy. For one thing, it is
misleading to regard normal capacity as fixed, even during a year's
time; it keeps shifting to the right in the diagrams and this, as far
as it goes, has an anti-inflationary effect on price behavior; it stretches
out the path of price-output relationships laterally. On the other
hand, even if factor and product markets were purely competitive in
a textbook sense, bottlenecks in particular industries would create
upward pressures on the price level in recovery periods well before
the labor force was fully employed. The capacities of particular
industries never are as well coordinated with the economy's overall
capacity as the simplified price-output hypothesis implies.

Beyond all of this, however, the hypothesis is rather completely
upset by the kinds of price and wagemaking that characterize most
American commodity and labor markets. With widespread collective
bargaining, wage increases are by no means confined to literally full-
employment periods. On the other hand, collective bargaining prob-
ably slows down the pace of wage increases in periods of labor short-
age. Moreover, industrial corporations, as well as many wholesalers
and retailers, which have the market power to engage in discretionary
pricemaking have widely adopted cost-oriented rather than demand-
oriented pricing policies. This makes them quick to pass through
wage, materials, and other cost increases in any but sharply reces-
sionary periods. Conversely, it makes them slow to charge the full
toll the traffic would bear in such periods of clearly excessive demand
as 1946-48.

One effect of these institutional circumstances is to take the corner
or kink out of the short-run aggregate supply function, in a manner
suggested by any of the ZZ' bands of price-output tendencies sketched
in figure 2. Another effect has been the inadvertent creation of a kind
of vast, lumbering escalating mechanism in the economy which tends
to translate increases in costs into increases in prices, into increases
in costs, into further increases in prices, ad infinitum. The classic such
device is the cost-of-living escalator in labor contracts, but it is no
worse than the parity formula for farm-price supports or cost-based
corporate pricing. (And as long as I have just used the word "worse,"
let me emphasize that each of these procedures is quite reasonable and
desirable from the viewpoint of the producer group most directly
concerned; it appears objectionable only when viewed in a total-econ-
omy perspective.) Inadvertent cost-price escalation tends to shift
upward the short-run pattern of price-output relations associated with
any given volume of capacity-a tendency which is partially offset
by improvements in productivity and expansion in capacity. In recent
years, at least the offset appears to have been no more than partial.

A third effect of contemporary pricing practice upon the aggregate
supply function is to make the function nonreversible when demand
declines. Administered prices and wages are highly resistant to mod-
erate slumps in spending. It is significant, for example, that the coin-
posite price index used for deflating the gross national product rose a
little in both of the recession years, 1949 and 1954. This characteristic
*gives the escalator a ratchet effect which breaks down substantially
only in such violet downturns as 1929-33 and 1937-38.
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The synthesized view that emerges of price-output relationships in
the American economy is of a phenomenon that is jointly conditioned
by the underlying pattern of pricing practice that I have just sketched,
by the rate of change in capacity, and by the rate of change in aggre-
gate demand. Figure 2 is an attempt to illustrate how these factors
might interact under one hypothetical, but not improbable, chain of
events. The curved bands of short-run price-output relationships
(the ZZ' curves) are shown as shifting mostly to the right and a little
upward as the combined result of expanding capacity and of cost-
price escalation not fully offset by improving productivity. But a
violent rise in demand relative to capacity will cause a sharp rise in
prices (as temporary bottlenecks develop and expectations of short-
ages and further price increases take charge) almost without regard
to how close to capacity the economy is currently operating. The
sharp upward jog in the actual path of prices and output which
figure 2 indicates is meant to reflect such a sudden spurt in demand,
one which shifts the relevant short-run aggregate supply function
permanently upward because of the substantial irreversibility of the
price level. Later on the figure suggests a fairly pronounced full
employment boom in which demand does crowd capacity; then a mild
recession in which prices keep edging upward, then resist downward
pressures as demand f ades; and finally a recovery.

The chief implication of the foregoing analysis is that contemporary
pricing practices in the United States is contributing a pronounced up-
ward slant to the price level-a much stronger inflationary bias than
the economy had over the long run prior to World War II. This issue
of inflationary bias, of how serious it is, and of what, if anything,
should be done about it, is one of the concrete problems that pricing
practice poses for public policy planners, and I want to discuss it
below under that heading. At the moment I want only to emphasize
that to find that the economy has become more characteristically infla-
tion-sensitive in the past two decades is not necessarily to argue that
all of this is the result of very recent institutional changes-in par-
ticular, the result of the increased power of organized labor.

Trade unionists and labor economists very properly resent having
all of the sins of so-called "cost-push" inflation heaped on the heads of
the unions. Personally, although it is very hard to test the proposi-
tion empirically, I am convinced that institutional changes, including
the rise of the unions, have significantly altered the shape of the short-
run aggregate supply function during the past 20 years, making it
more steeply inclined in underemployment situations and hence more
inflation-prone. But changed wage bargaining is no more respon-
sible for the present shape of the function than is cost-plus business
pricing; and other elements of pricing practice, including the farm
price-support system, contribute to the joint result. To argue over
who is to blame for the inflationary bias of present pricing practice
is fruitless and rather childish. As I have indicated already, none
of the contributing elements is blameworthy when viewed in its own
limited context. What are bad are the social results which, inad-
vertently, they jointly achieve. It is not too far off thenimark to say
that all of the major producer groups-business, labor, and agricul-
ture (which has achieved self-protection through the medium of pub-
lic rather than private policies)-are equally innocent as to intent,
equally guilty as to consequences.
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Furthermore, it is not necessary to posit major institutional changes
in the shape of the short-run aggregate supply function during the
last couple of decades to conclude that average pricing has taken on
a greater inflationary bias during the same period. It may well be
that many of the pricing practices about which I have been complain-
ing-e. g., cost-plus pricing in administered price industries-have
been with us for a very long time, and that the supply curves in figure
2 are almost as descriptive of pricing tendencies 30 or 40 years ago as
of those now. What indubitably have changed, however, are the de-
termination, preparedness, and ability of government to prevent deep
recessions in demand. The latter have been the only times when the
price level has receded significantly. Perhaps, except for those pe-
riods, American pricing practice has had an inflationary bias for
several generations. But the problem it posed only became serious
once Government undertook to solve an even greater problem; namely,
that of eliminating the major downturns which historically had been
the chief counterinflationary expedients in the system.
In summary: the consequences of pricing practice, anid the practical

issues they pose
My effort thus far has been to outline a theory of the effects of

pricing practice upon the economy's stability and growth performance
which can be used as an analytical framework for identifying the key
questions which public-policy planners should ask about pricing prac-
tice at this juncture. In summary, that framework comes down to
this:

That, first, our pattern of price- and wage-making largely deter-
mines the distribution of gross spendable private incomes between
households and business and, hence, considerably influences both the
volume and composition of aggregate demand; that by determining
the distribution of gross private income and, more particularly, of theincome increments resulting from productivity gains pricing prac-
tice influences both (a) the rate of investment and, hence, of capacity
expansion and (b) the extent to which growth in consumer demand
keeps pace with capacity growth; and

That, second, pricing practice, in conjunction with the rate of
change in capacity, the closeness of demand to capacity, and the rate
of change in demand, determines the mix of output changes and
price-level changes which changes in total spending bring about; that,
accordingly, pricing practice is directly instrumental in determining
how closely the economy approximates full production and full em-
ployment and what kind of a price level record it makes.

Now, given this rather abstract framework, there are three con-
crete questions, it seems to me, that public policy planners should
try to answer about United States pricing practice in the recent past
and the foreseeable future.

The first deals with the matter of income distribution. It is
whether the price system, judging from its recent past, so clearly
promises not to satisfy the price-wage-profit requirements for sus-
tained economic growth that remedial policies plainly are called for.

The second question concerns price-wage-profit adjustments in short-
run business reversals such as that which now afflicts us. Does pres-
ent pricing practice so clearly aggravate short-run instability or
forestall helpful contracyclical adjustments that new- remedial poli-
cies are needed?
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The third question involves the long-run outlook for the price level
(which, as I have indicated already, is related to but separable from
the question of the pricing requirements for sustained growth).
Does present pricing practice so clearly hold out the prospect of sub-
stantial long-run inflation as to demand the development of new
anti-inflationary policies?

Most of the remainder of the paper deals with these three questions.
Because they depend on issues of fact where our information is in-
complete, as well as upon matters of prediction, anyone's answers to
them must be tentative and opinionated. However, mine, for what
they are worth, are "No" to the first two, "Yes" to the third.

DO PRICING MALADJUSTMENTS THREATEN LONG-TERM GROWTH?

Real returmn to labor and property: the overall Picture
If price-wage-profit adjustments are to serve the needs of long-term

growth, they must, as a first approximation, maintain a workable bal-
ance between the real returns to property (these generally providing
the rewards for past investment and some of the financing for future
investment) and the real returns to labor (these accounting for the
bulk of consumer buying power).

Economists have been particularly fearful that real wages may
tend, more often than not, to lag behind the growth in real output
per man-hour, thus making for 'underconsumption" or what I have
called "market spoilage." This is cited as part of the hidden eco-
nomic sickness that developed in the United States during the 1920's;
there were fears of it again in the late forties; and the same concern
has been expressed very pointedly in some quarters recently. At the
moment I am concerned only to judge whether the long-run trend of
real wages during recent decades justifies this anxiety. The ques-
tion of whether a tendency for real wages to lag behind rises in output
per man-hour in boom periods may accentuate short-run fluctuations
in business activity is a separable issue.

Over the long run of the past three decades, the evidence assembled
in productivity, prices, and incomes indicates no cause for anxiety
about any secular attrition in the growth of real wages, and, hence
of real consumer incomes, relative to output per man-hour. There is
some evidence of such a tendency during the twenties, but certainly not
since. On the contrary, from 1929 to 1956, according to the staff docu-
ment's estimates, there was a rise of 116 percent in real average hourly
earnings in the nonagricultural economy compared with an increase
of only 78 percent in real output per man-hour. There is a generally
similar showing for the manufacturing sector during the same period.
And, in a slightly different dimension, the various estimates indicating
that over the same span of time unit labor costs have risen a little more
than unit values added likewise show that there has been no secular lag
of real wages behind labor productivity during the past generation.

Instead, the long-run question which the staff data raise is the oppo-
site-wether there is not cause for alarm about a declining trend in
the real unit returns to property or capital. Superficially, the most
striking statistic in this regard is the one indicating that the property
shares of before-tax national income, which received 42 percent of the
total in 1929, claimed only 30 percent in 1956 (or, alternatively, that
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the compensation of employees share rose from 58 to 70 percent).
However, as the staff report was careful to point out, most or all of
this apparent decline in property's relative claim on before-tax income
was attributable to shifts in the composition of industrial activity-
especially shifts of activity from the unincorporated business sector,
where the "wages" of owner-managers are all counted as profits by our
national income accounting system, to the corporate sector, where the
same type of compensation is treated as wages and salaries. Never-
theless, since property incomes have borne a disproportionately large
share of the big increase in taxes since 1929, there is no doubt that
the after-tax real returns to property per unit of output has declined
substantially during the past three decades.

Does this represent a growing maladjustment that promises trouble
for investment incentives and investment financing over the long run
ahead? I can find no basis for believing it does. In the first place,
while profit-sales ratios (or profit-output ratios) have declined, there
has not been anything like a comparable decline in profits relative to
net worth. This is because capital-output ratios have fallen very sub-
stantially; in other words, we are getting much more output mileage
out of given quantities of capital; the efficiency of capital utilization
has substantially improved. Thus the calculations of the Machinery
and Allied Products Institute show that, for manufacturing corpora-
tions, after-tax profits as a percent of net worth have virtually
matched the 1925-29 average in the postwar period, even after sizable
downward adjustments of the postwar profits data to correct for
inventory revaluation and the understatement of depreciation allow-
ances figured on a historical cost basis.

In the second place, as far as business' internal sources of funds for
investment are concerned, the growth of total profits has been aug-
mented by the heavy growth in those gross revenues which are set
aside for depreciation. Even without "correction" for understatement,
this internal source of funds, which, of course, is not subject to incomle
taxation since it is charged as a business expense, not only has grown
in absolute current-dollar terms from $7.7 billion in 1929 to $33.3 bil-
lion in 1957; it has maintained its percentage take of the after-tax,
after-transfer distribution of the gross national income despite the big
expansion in Government's share of the total during the- past 30 years.

In the third place, there is the pragmatic test of whether recent in-
vestment behavior indicates that a secular decline in the real after-tax
returns to property per unit of output has been causing any withering
of investment incentives or permanent constriction of investment
financing. Certainly on this basis there is no indication of a perma-
nent or continuing problem. On the contrary, throughout the postwar
period in which the real spendable returns to property per unit of
output appear to have been significantly lower than in earlier periods,
the appetite for investment has been h igh and business has succeeded
in financing large volumes of investment. (This is not to deny that
the volume of investment spending has continued, although in some-
what muted fashion, to fluctuate in the short run, or that the Federal
Reserve's tight-money policy somewhat restricted the supply of invest-
ment finance in the recent boom.) It seems reasonable to conclude
from the record that there is no absolute level of real returns to prop-
erty per unit of output that remains fixed through time as the mini-
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mum necessary for calling forth an adequate volume of investment;
and that with falling capital-output ratios a secular decline in profit-
sales ratios is a normal and healthy trend which in no way threatens
the prospects for continuing vigorous growth in the economy as long
as continuing innovation and continuing rivalry among firms for mar-
ket shares keeps churning up a flow of relatively attractive new
investment opportunities.

On balance, then, I am brought to the general conclusion that there
is nothing obviously wrong, as far as the requirements for continuing
growth are concerned, with the long-run trends in the real distribu-
tion of income between capital and labor that contemporary pricing
practice has been achieving. At least there is nothing so plainly
wrong as to justify at this time new public-policy efforts to modify or
offset the effects of pricing practice on this ground alone.

The matter of differentials
The view just stated is based on aggregative data. It could be

upset by a finding that pricing practice is yielding price (including
wage and profit) structures that are so rigidified as to impede the
ready movement of resources among employments that may be indi-
cated by changes in technology or in the composition of demand.
This is so, even within the framework of the present discussion, which
abstracts from a concern over the achievement of optimum resource
allocation as such. For a freezing, or, complete elimination, of the
differentials among wages in different occupations, industries, and
areas, or of the differentials among the returns to different types of
investment, could throttle the economy's overall growth by checking
the expansion of its most progessive sectors.

I assume and hope that other papers in the study will explore this
issue far more carefully than this one does. However, I should be
skeptical of any finding that the factor-price and commodity-price
structures had become so inflexible as seriously and persistingly to
obstruct the shifting of resources in response to changes in technology
and demand. Under modern pricing-practice differentials in the
wage and in many portions of the commodity price structures have
become sticky-perhaps much stickier than they used to be. But the
price-and-wage structures still are quite plastic over time. And cer-
tainly the rates of return to different investments, both expected and
realized, still are highly diverse and variable.
A possible future headache

This discussion of the pricing requirements for continuing growth
has been couched basically (and, I believe, correctly) in relative
terms. As emphasized earlier, the primary pricing question for the
growth outlook concerns the real income split between households
and business without regard to whether the price-level trend around
which this distribution occurs in rising, stable, or falling. The ques-
tion of whether real consumer incomes grow via rising money wages
and stable consumer prices or through some other combination of
money price trends is, in this context, a secondary issue.

However, when speculating about what might happen in the United
States in the fairly distant future, one can spot certain difficulties
for real income distribution that might arise out of the particular
pattern of money-wage and money-price adjustments that the economy
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has adopted. Part of the problem of distributing productivity gains
in a fashion that support the growth of consumer markets is. posed
by the fact that advances in productivity are not evenly distributed
throughout the industrial fabric. In particular, as the findings of
John Kendrick and others summarized in Productivity, Prices, and
Incomes indicate, the advances have been much more marked in man-
ufacturing than in other parts of the economy during the past half
century; and in aany short period probably a large part of them are
concentrated in relatively few industries. For the distribution mech-
anism this creates the problem of spreading the resulting income
benefits widely enough to support growth in mass consumption. In
general, the pattern for effecting rising real wages in recent decades
has involved distribution of productivity gains through the money-
wage channel. We have had a rising consumer-price level but still
faster increases in average money wage rates. In the most progres-
sive industries some of the higher-than-average gains have been dis-
tributed to consumers through the medium of relative reductions in
product prices (which often has actually meant less than average
price increases). But much of this distribution has been through the
medium of higher than average wage increases for the often large
labor forces of those industries.

Now the long-term possibility that worries me is this. Suppose
that future productivity gains continue to be concentrated as much'
or more than ever in selected areas of manufacturing that eventually
achieve highly automated operations which require only scanty work
forces of managerial, technical, and service personnel. Would not
money-wage increases become a very ineffective way of making a mass
distribution of the income gains accruing in such highly efficient but
largely depopulated enterprises? The obvious solution would be
greater reliance on relative price reductions in such cases, but if this
were not to entail accelerated price inflation in the less progressive
industries, it would require a greater willingness on the part of price-
makers in the progressive industries to engage in absolute price cut-
ting. A theoretically feasible alternative would be much wider
spread ownership of the stock of highly productive automated manu-
facturers, so that distribution of productivity gains through the profit
(and dividends) channel would have a broad impact on mass con-
sumer-purchasing power. But we might encounter a good many dis-
ruptive hitches before either of these solutions, or a combination of
them, was working smoothly.

However, it may be rightfully objected that all of this last is hypo-
thetical stuff which is scarcely relevant to the near future. With re-
spect to present policy needs, I revert to my previous judgment: So
far as the growth requirements for real income distribution are con-
cerned, there is no plainly evident need for efforts to reform present
pricing practice.

WHAT ABOUT SHORT-RUN MALADJUSTMENTS?

Inflexibilities and other imperfections in pricing practice often are
blamed for contributing to short-run fluctuations in demand and for
impeding stabilizing adjustments when downturns get underway. It
is contended that in boom periods wages lag the surge in sales, causing
profits to bulge, and thereby both stimulating "overinvestment" an
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preventing consumer purchasing power from keeping pace with ex-
pansions in productive capacity; and, further, that in periods of
sluggish business administered pricemakers do not make sufficiently
aggressive use of price cutting as a sales-promoting tool.

Both of these complaints have been heard recently, the former,
especially from union spokesmen, in connection with the 1955-57 up-
swing, and the latter during the current recession. Although the pic-
ture of wages lagging profits happens not to fit the paiticular facts
of the 1955-57 boom very well because of the unusually feeble growth
in labor productiYity in the years 1946 and 1957, in general there is
a good deal of appeal in these arguments. In particular, I am im-
pressed with the idea that producers of consumer goods which seem
to have a fair degree of price elasticity could often, when an upswing
is well-advanced, help keep it going and better their own positions
by some decisive one-shot price cutting. Corporate decision makers
sometimes fail to pursue their own as well as the economy's best in-
terests in this regard because of excessively wooden adherence to
cost-plus formulas of pricing. For instance, it seems to me that the
manufacturers' increases in the prices of the 1958 model automobiles
were exceedingly ill advised from their own point of view. If the
automobile companies late last summer had decided to accept a lower
ratio of profits to their "standard volume" of sales, it could have
meant not only more production and employment for the economy,
but higher total profits for the companies.

Thus, from the perspective for short-run stability, I could not call
contemporary pricing practice ideal. But it is far more benign in its
effects than most of its critics suggest. Especially, I would assert
this: the general stickiness of prices and wages-the fact that the
wage structure and major portions of the price structure will change
under pressure but typically resist rapid change-is a great blessing,
not a handicap, for the economy so far as short-run stability is con-
cerned. The familiar labels, "pure competition" and "perfect com-
petition" are loaded terms, and the loading is highly inappropriate
if the extreme sort of price and wage flexibility that one finds in per-
fectly competitive markets were extended to the whole economy so
that prices and wages skyrocketed every time aggregate demand
nudged full capacity and then plummeted when it receded a little.

"Perfectly" flexible prices and wages would be a perfect mess in
this regard. They would almost hopelessly disrupt any kind of or-
derly business planning. Economic rewards would be determined
more by the windfall gains and losses handed out by the roulette
wheel of violent, unpredictable inflation and deflation, and less by
productive contribution. Worst of all, reactions to expectations of
price and wage changes would work their maximum effect in ag-
gravating fluctuations in demand. The violent cumulative downward
or upward price spiral, when it really fixes its hold on buyers' ex-
pectations, is one of the most thoroughly pernicious forces that can
afflict the economy. Present pricing practice provides extensive pro-
tection against it, and this is a great advantage.

This point reflects a rather basic premise of the present analysis
upon which I should like to expand for a moment. It is that our best
hope for achieving substantial overall stability in the economy-an
objective, I believe, toward which we have taken major strides in the
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past 30 years-lies less in the direction of eliminating fluctuations in
particular sectors of demand than it does in weakening the interde-
pendencies among the sectors. The principal reason that the economy
is more stable than it was a generation ago is not that we have
smoothed out most of the short-run swings in the particular categories
of spending, such as plant and equipment, housing, and inventory in-
vestment, which so often have triggered major downturns in the past.
Instead, the chief reason for improved stability is that a combination
of public and private policies has had the partly inadvertent effect
of greatly weakening the various cumulative mechanisms which so
regularly used to spread the infection of decline from a few sectors
to the whole economy and convert limited reversals into general
down spirals. This dampening of the cumiflators has improved the
chances for autonomous increases in some sectors to emerge as offsets
to autonomous declines in other sectors.

The development of contemporary pricing practice has had a sig-
nificant part in this weakening of the cumulators. For one thing,
as just noted, it checks one of the most vicious of the latter-the ex-
pectational downward price spiral in which buyers hang back from
buying in anticipation of further price reductions. For another
thing, contemporary wagemaking, by partly disconnecting the course
of money wages from short-run fluctuations in business, has contrib-
uted to the insulation of disposable personal income from temporary
drops in the gross national product. And it is this insulation which
is largely responsible for weakening the most pervasive cumulator of
all: the traditional tendency for induced declines in consumption to
respond to and thereby "multiply" the impact of reductions in non-
consumption spending.

For these reasons I view with alarm the suggestions of those who
would tinker with the wage-price-profit mechanism in a way meant to
make it respond sensitively to each incipient surge and sag in aggre-
gate demand. These people, if I interpret them correctly, are per-
fectionists who strain toward the hope that short-run fluctuations in
the various components of demand all can be neutralized and that,
year in and year out, the components can be kept in unerring balance.
This, it seems to me, is an unattainable goal for a dynamic, mostly
private economy. The danger is that, in striving for this goal we
may undo some of the good progress that has been made toward the
less ideal but more feasible alternative of a semicompartmentalized
economy in which a sag in plant and equipment or inventory invest-
ment doesn't stampede everything else with it, but instead has an
excellent chance of being more than offset by a spurt in housing or
State and local government outlays.

If this latter, less ambitious, but more attainable approach to sta-
bility is our strategy, then we should put aside any thought of major
reliance upon price and wage adjustments for short-run stabilizing
purposes. Spurts and sags in gross national income should concen-
trate their impact where they now largely do-upon business profits
and on the net receipts of government-and average wage rates should
be geared to long-term growth requirements, rising fairly steadily in
both good times and bad. And while it would be nice, as I have sug-
gested, to see some manufacturers do a little more experimenting with
"promotional pricing" in the advanced stages of booms, any reforms
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that would greatly increase the volatility of commodity prices should
be given a wide berth.

In short, from the perspective of the short-run stabilization problem,
present pricing practice appears to have greater virtues than it does
faults and does not invite public policy intervention.

DOES PRESENT PRICING PRACTICE PROMISE SECULAR INFLATION?

Of the three concrete questions about contemporary pricing prac-
tice which I think public policy planners should try to answer, this
was chronologically the first to command widespread attention among
economists in the postwar period. Has the American economy ac-
quired a persistent inflationary bias? This is the only 1 of the 3
that seems to me rather plainly to require an affirmative answer. It
should be emphasized that such an answer cannot yet be conclusively
deduced from historical evidence. Actually, of the whole postwar
period, only the years since 1955 offer reasonably clear-cut corrobora-
tion for the inflationary-bias thesis, and even these were rendered
somewhat peculiar by the sluggishness of productivity growth in 1956
and 1957. Nevertheless, the argument that can be adduced for the
prospect of a rising tendency in the price level is highly persuasive.

It should be made plain at the outset that this argument, or at least
that part of it which I am citing, does not depend upon an expectation
of inadequate demand discipline in the economy, if that phrase is
understood in this sense: a systematic or average tendency of aggre-
gate demand to exceed current normal capacity output at currently
existing prices. Rather, to revert to our analytical framework, the
inflationary prospect which faces us inheres primarily in the character
of the economy's aggregate supply function. Even if we make opti-
mistic assumptions about the growth of productivity and capacity,
and even if we assume no spending spurts in which demand accelerates
rapidly relative to capacity, it is argued that we face the prospect of
up-slipping costs and prices. (This, incidentally, is the only precise
sense I can make of the term "cost push" inflation. Any price-level
increase that does not involve a reduction in output must entail an in-
crease both in demand and in supply prices, or "costs." But if the
increase in demand is no more than is necessary for an orderly main-
tenance of full production and full employment, and you still get
higher prices, it is a "cost push" inflation.)

In a general way I have already made the case for this kind of in-
flationary bias in my description of the pattern of price-output rela-
tionships that characterizes the economy. But looking to the future,
the case can be made more specific.

First, during the next quarter century the surging growth of popu-
lation in the economically less-developed regions of the world, plus
rapid industrialization in some of those areas, plus massive productive
expansion in the United States and many other advanced economies
are altogether likely to create extreme demand pressures on many raw
materials. Even with very optimistic allowances for new materials
technology, many temporary supply bottlenecks and resulting increases
in raw-materials prices are probable.

Second, even if we were to assume no further rises in capital goods
prices, further increases in depreciation charges per unit of output
would be predictable for some time to come in the United States
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because of (a) the displacement of old, lower-cost assets with present
higher cost assets, (b) the continuing shift of the composition of
business capital from (long-lived) plant toward (short-lived) equip-
ment, and (c) more rapid obsolescence of given types of capital.

Third, the only plausible hypothesis is that, under existing institu-
tional arrangements, average annual increases in money wage rates
will continue to exceed average annual increments in output per man-
hour, as they have done in the postwar period. It may be that money
wages will not outrun productivity as much as they have in the past
dozen years. For, while debates over whether wages had led prices
or vice versa appear to me to be largely pointless (on the ground that
the several elements of the escalating mechanism have been mutually
responsible), some of the wage increases, no doubt, were simply pace-
keeping gains to match the consumer price rises produced by the ex-
cess-demand inflations of 1946-48 and 1950-51. Nevertheless, I see
no basis for hoping that union leadership in the manufacturing in-
dustries will, under its own motion, henceforth become sufficiently
moderate in its demands to settle for annual gains in wages (includ-
ing fringe benefits) that do not exceed manufacturing's average an-
nual productivity improvement of, say, 3 or 4 percent. Nor would
it be particularly plausible to expect the iiiternal politics of the labor
movement readily to tolerate, or tougher bargaining on the part of
management to enforce, such moderation.

Fourth, there is, furthermore, the prospect of a continuing rela-
tive shift of labor to service and distribution trades where labor pro-
ductivity gains typically are less robust than they are in nianufac-
turing. With wage patterns being set in manufacturing and, at the
very least, keeping pace with the productivity gains in that area, pow-
erful labor market pressures are created for wage increases in excess
of productivity gains, and hence for price increases, in the nonmanu-
facturing area. As Mr. Edwin Dale of the New York Tinims aind
others have pointed out in recent writings, this kind of pressure is
heavily responsible for the 1955-57 inflation. It is due to continue.

Fifth, under existing institutional arrangements, there is no reason
to expect a voluntary modification of cost-plus forms of corporate
pricing or a voluntary acceptance of lower rates of return on net
worth.

Sixth, it seems to me rather likely (although this is an impression-
istic view not based on much quantitative evidence) that the long-
term reduction in capital-output ratios in the United States, which
has reconciled declining returns to property per unit of output with
the maintenance of adequate returns on net worth, may be in the
process of slowing down or reversing. This, if it is so, is because of
accelerating obsolescence in capital goods and the devotion of more
and more investment to so-called "product development" which mainly
entails the proliferation of the many highly similar but differentiated.
products and the killing off of perfectly good older products with
slightly improved ones. There is nothing intrinsically wrong with
such activity; it is the mark of an opulent economy. But it tends to
raise capital costs per unit of output.

Seventh, there is no reason under existing institutional arrange-
ments, particularly if Government does not allow any old-style major
downspirals in demand to develop during the years ahead, to expect
any abatement in the pricing system's ratchet characteristics. We
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shall, no doubt, experience sudden, emergency-related spurts in de-
mand on the 1950-51 model now and again. When we do, prices
will surge upward and never will recede to their old levels.

The case for the prospect of secular inflation could be spun out
further, but I think the foregoing should suffice. Long-term eco-
noinic prognosis is the most uncertain of business in any case. But
if we are talking about an economy that continues to avoid a hydro-
gen war, few long-run developments are more likely, it seems to me,
than that costs and prices will continue to slip upward if existing
pricing practice persists. The average rate of slippage is quite un-
predictable. This much, however, might be hazarded: that it really
would only take a very modest interaction of the factors that have
been listed to yield an average inflation of 3 percent a year that would
double the price level in less than 20 years.

THE PROBLEM FOR PUBLIC rOLICY

My net finding is that, from the viewpoint of long-term growth
requirements, there is nothing convincingly wrong with the pattern
of functional income distribution which American pricing practice
has been yielding in recent years; and the latter's impact on the prob-
lem of short-run instability is mostly benign. But existing pricing
practice does promise a disturbing rate of secular inflation. In other
words, although present arrangements seem to be producing a com-
modity and factor price structure that may be quite satisfactory in
its relative dimensions and internal flexibility, we can expect the
whole structure to ascend an irregular but generally rising track,
unless there are effective policy antidotes.

Any public policy attempt that may now be made to reform pricing
results therefore should, I think, be squarely and simply based on
our desire to avoid inflation as such, not on collateral aims to promote
growth or prevent recessions. It is possible, to be sure, that the
benefits to be derived from effective anti-inflationary policies would
be broader than simply the checking of inflation itself. This would
be so, if it should turn out that, in future continuing, more or less
steady inflation were not compatible with continuing steady growth.
As I see it, there is nothing in the foregoing analysis or in this
Nation's experience to prove such an incompatability.

On the other hand, we do not know yet what the consequences will
be when and if the expectation of substantial secular inflation has
begun fully and regularly to be reflected in the buying decisions of
business, and-even more-of consumers. Perhaps under these cir-
cumstances it will be impossible to keep a limited rate of inflation
limited, or to keep investment and consumption expanding in a suf-
ficiently orderly way to facilitate steady growth. A number of
eminent economists have reached this conclusion.

Such a conclusion, however, is still speculative. At present the
only convincing reason for developing new anti-inflationary policies
is to avoid the evils of inflation itself. Ttese evils, of course, are by
no means inconsequential-I personally think they are serious enough
to warrant some new public policy experimentation. But the positive
decision which policymakers must make is essentially whether the
checking or avoidance of these evils is worth the disadvantages of
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the policies that it would take to do the job; the decision should not
be camouflaged in a growth-promoting or recession-avoiding rationale.
Avoiding the wrong policies

In a moment I want to suggest very briefly what some of the char-
acteristics of a workable program to reduce the inflationary bias in
present pricing practice might be. But first I want to emphasize the
strongest policy conclusion that I draw from the foregoing analysis:
Our need to avoid the wrong kind of anti-inflationary policies for
checking the sort of secular inflation which is implicit in present
pricing practice is more urgent than our need to find the right kind
of policies for the job.

The wrong kind of policies for this job are those which try to
stop inflation by restricting aggregate demand-namely. monetary
and fiscal policies. These are the wrong policies for two reasons.
First, they attack the wrong problem. The secular inflation prob-
lem that faces us is not an average excess of demand over capacity.
Rather, it is the shape of our aggregate supply function. The prob-
lem inheres in a whole web of institutional arrangements that de-
termine the pattern of price-output relationships in this country.
An effective antidote must do nothing less than modify the shape of
the United States aggregate supply function.

Monetary and fiscal restraints are the wrong solutions, second,
because in attacking the wrong problem they can do far more harm
than they can possibly do anti-inflationary good. If they are strin-
gent enough they may slow up "cost-push" inflation, although even in
this respect their limited effectiveness may be temporar an illusory;
for in curtailing demand they are apt to curtail investment and
thereby reduce the most effective continuing offsets to "cost-push"
inflation that the system presently contains-namely, productivity
improvement and capacity expansion. At any rate, they cannot slow
down such an inflation very much-certainly they cannot stop it in
its tracks-without causing underproduction and unemployment and
without retarding growth.

Our situation is very much like that of a woman who has a moderate
tendency toward obesity because of a glandular imbalance but whose
physical prognosis otherwise is quite good. If she determines to stop
getting fat, well and good-this is a sound objective, provided she
can find the right therapy for the glandular problem. But she can
ruin her health by indiscriminate dieting. To rely upon monetary
and fiscal policies for whipping cost-push inflation is analogous to
such dieting. And those monetary swashbucklers who were saying
last year that it was high time for the Federal Reserve System "to
teach administered, price and wagemakers a lesson" made about as
much sense as would the lady if she decided to educate her glands by
reducing her calorie intake. For the objects of such a training pro-
gram are deeply imbedded institutional pricemaking processes, most
of which make eminently good sense in their own contexts and all of
which are exceedingly res~stant to central bank manipulation.

The natural result of this kind of lesson teaching is precisely what
we now have: The least necessary recession since 1937-38 and the
first recession since 1937-38 for which gross errors in public stabili-
zation policy bear a major part of the responsibility. If the com-
mittee draws one conclusion from its present study, I hope it may be
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that 1957 should go down as the last year in which the United States
fought a dedicated anti-inflationary battle with self-immolating
weapons.
Designing the right policies

The question of how Government might exercise some leadership
in developing policies which would take some of the inflationary bias
out of American pricing practice is a subject which, for any adequate
treatment, would require a second paper. It is an exceptionally
difficult subject because it requires creative thinking. What we are
talking about essentially in this area are some new social inventions
that have not yet been contrived.

There is remarkably little in American public-policy experience
that is very relevant to the problem of reducing the upward tilt of
price-output relationships. Here, for reasons of space, I must fall
back on unsupported and probably unpersuasive assertions. How-
ever, I should argue that the antitrust type of policy, while mostly
on the side of the angels, cannot supply the principal answer; that
it is foolish to talk as though a "peacetime OPA or OPS" were the
policy alternative because permanent, general unilateral price control
would not only be politically infeasible and esthetically intolerable,
but technically unworkable; and that certainly the court-commission
system of policing the rates of specially regulated industries offers
very little in the way of helpful precedent.

My one serious suggestion as to policy design is that the problem
should be examined initially in a political science framework. The
prospect of a significant inflationary bias in the economy is only one
symptom, although perhaps the most prominent symptom, of the
fact that in the large group economy which the United States has
mainly come to be, the algebraic sum of the immediate interests of
our large producer groups does not always add up to the public in-
terest. The major producer groups are wielders not only of economic
but of very considerable political power. On the one hand, I do not
expect to see the problem of inflationary bias solved wholly by "busi-
ness and labor statesmanship" or by the private pursuit of "long-run
enlightened private self-interest"-unless the latter gets awfully en-
lightened and not very self-interested. On the other hand, it is un-
reasonable to think of government, under normal, nonemergency,
peacetime circumstances as a detached, self-sufficient power which
can swing a big stick and successfully force all of what are, to some
practical extent, its political superiors to behave in ways which they
intransigently resist.

The problem has another political dimension-namely, that any
direct public intervention into pricing practice happens to smack of
a type of regulation which is regarded as particularly meddlesome,
invasive of the prerogatives of management and labor, and generally
distasteful by the American public. However, there is also the under-
lying circumstance that the concentration of discretionary economic
power which the major producer groups presently wield is, in terms of
some of our most cherished political ideals, anachronistic. The exer-
cise of this power is not closely disciplined by an impersonal market
mechanism. Neither is it extensively accountable to the community as
a whole through the political process. This leaves key private deci-
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sion makers in an exposed, potentially insecure position, of which most
of them are keenly aware, and heightens their natural desire to wield
their power in a socially responsible manner.

All of this suggests to me that if inflation is to be avoided during
the coming generation the Federal Government will play a very crucial
role in the avoidance. But that role will be essential catalytic, not uni-
lateral. WNorkable policies will be ones which, rather than swinging
a big stick or calling down public shame upon objectionable pricing
practices, work quietTy to channel the reservoir of potential statesman-
ship that does exist in the corporate and labor communities into effec-
tive action. I should expect techniques of public policy to be mostly
suasory and advisory rather than authoritative, but this would not
mean generalized preachments from the housetops. Rather, it might
mean specific price and wage advice directed to specific key pricing
jurisdictions by public representatives intimately acquainted with the
circumstances of the industry and privileged to render their advice
before, rather than after, decisions had jelled. I should certainly ex-
pect such procedures to grow slowly and at first haltingly. But I
should not be surprised if most progressive corporate and union leaders
ultimately came to regard such a communications channel to and from
government less as an invasion of their prerogatives and more as a
conveniently overt means for rendering accountability to the public as
a whole.

If any social inventions are to be attempted in the area of pricing
practice, they will need, I think, to partake of some of the general
characteristics just suggested. The most that public policy can aspire
to do in this field is to help encourage, guide, and coordinate the socially
responsible impulses of private decision makers. If those impulses
should be weak, there would, I think, be no escape from substantial
secular inflation that would be at least distasteful and could be
disastrous.



VI

PRIVATE PRICING POLICIES: THEIR FORMULATION
AND EFFECTS
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VI. Private pricing poticie8: their formulation and effects
A. How are pricing decisions made in various types of busi-

ness concerns-manufacturing, wholesaling, and re-
tailing? In each type of establishment-

1. Who makes the decisions?
2. What type of information and data are used as a

basis? (Illustrate with specific types of forms,
etc., if possible.)

3. To the extent that costs enter-into price decisions,
what are the relevant costs-past, present, or
estimated (forecasted) future costs?

4. Why are decisions made?
5. What methods are used in such decisions-per-

centage markup, dollar margin, standard vol-
ume cost plus profit, etc. ?

6. To what extent are these policies geared to maxi-
mizing profits in the short run and the long run?

B. How do (a) market structure, (b) degree of industrial
concentration, and (c) product characteristics affect
pricing policy?

C. How do such factors as (a) customer goodwill (public
relations), (b) labor-management relations, (c) mar-
keting research, and (d) advertising budgets, enter
into pricing policy decisions?

D. How are price policies and the responsiveness of prices
to ehanrs in demands and costs influenced bv chaitges
in economic organizations and methods which are em-
ployed to provide services of productive factors-
e. g., development of collective bargaining, institu-
tionalization of flow of financial resources, internal
financing, etc.

E. How dons control over costs as manifest through "admin-
istered" prices of labor services and the extent of
monopoly among vendors of purchased materials and
services enter into pricing policy decisions?

F. Under what conditions, if any, and within what range
are firms able to establish pricing policies with only a
secondary regard for demand considerations? TTnw
might the results of such policies be expected to differ
from those under "competitive Trice" conditions with
resnect to outnut and prices? How pervasive are such
"administered price" policies?

G. To what extent, and how, can business direct prcee
policies so as to contribute to general economic stabili-
zation and growth in a dynamic private enterprise
economy?
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BUSINESS PRICE POLICIES AND ECONOMIC
STABILITY

Wroe Alderson, Alderson & Sessions, Inc.

The term "business price policy" implies that the perice behavior
of business firms is not completely determined by market forces. In
other words, the notion that businessmen can exercise policy with
respect to price is equivalent to saying that the market leaves some area
of discretion for pricing. The paradox of business policy is that it
constitutes a voluntary restraint on the firm's freedom of action. The
problem for public policy is whether the ultimate effect of price
policies exercised by individual firms in the real world is in reasonable
conformity with the theoretical notion of equilibrium adjustment.
under pure competition.

Freedom to exercise price policy is a characteristic feature of an
economy in which most enterprises operate in a climate of monopolistic
competition. Each firm has some measure of monopolistic power
because the relationship of perfect substitutability does not hold be-
tween its products and the most nearly competitive products. No firm,
however, is obliged to set the monopoly prices indicated by theory,
but may if it wishes take account of qualifying considerations such as
potential competition. Thus the practical application of any version
of monopoly theory tends to be ambivalent, with the alleged monopo-
list being charged at one time with exploiting the consumer by tak-
ing all that the traffic will bear and at another time with setting low
prices to drive out present competitors or to keep out potential com-
petitors. An area of discretion which can be governed by price policy
exists in the case of monopolistic competition as well as in the rare
case of pure monopoly. The factors which might cause a departure
from the highest price which the traffic will bear are probably more
numerous and more influential under monopolistic competition.

The purpose of this article is to describe some variations in price
policy observed from the vantage point of a management consultant
and to attempt some evaluation of the factors which influence business
thinking in this area. The overall objective, of course, is to aid in
evaluating the relationship of price policy to the problem of economic
stability. To what extent does the exercise of price policy by many
individual enterprises impede or facilitate the approach to economic
equilibrium and the avoidance of business recession ? Are there any
modifications of price policy, which businessmen might adopt volun-
tarily or in response to Government action, which would contribute to
economic stability?

BASIC ELEMENTS OF PRICE POLICY

There are numerous factors which might enter into the formulation
of price policy by a business concern. First there is the question of
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objectives or what it is that the businessman is attempting to maximize
through price policy. Next there is the whole structure of price rela-
tionships which may be the subject of price policy and which cannot be
expressed simply in terms of low or high prices or of competitive or
monopolistic prices. Again there is the information about the market
and market changes which the businessman utilizes in making calcula-
tions or judgments concerning prices. Whatever type of information
is used, there are characteristic difficulties in obtaining reliable data in
any of these areas. Finally there are conceptual factors entering into
the business philosophy of the particular firm which may influence its
pricing behavior quite as significantly as any of the more objective and
quantifiable factors which have already been mentioned.

It is generally assumed that the fundamental objective of the busi-
ness firm is to maximize its profits. Yet there are countless instances
in which business management sets lower prices than they might be
expected to set if they were interested only in short-run profits.
Closely related to long-run profits as a goal is the company objective
of sales growth. The goal of growth may be expressed either in terms
of an absolute increase in dollar sales or an increasing percentage
share of the market. To increase its market share a company must
not only grow, but grow faster than its immediate competitors. A
possible way of reconciling these various goals is to assume that the
management of a firm is generally trying to maximize the value of the
company's assets. Asset values are affected both by growth and profit-
ability. The value of assets increases when earnings are left in the
business to build new plants or to finance promotional campaigns.
Assets also increase in value if the company makes a profit on its
operations and maintains its dividend payments. Various aspects of
business policy can be related through the notion of maximizing the
value of assets. It will be assumed here that price policy also is
generally determined by this basic objective.

There are at least four separate aspects of price which can be the
subject of policy. The simplest of these may be described as the price
level or the price per unit at which a company offers a given product.
While price level is fundamental, business price behavior is often
misunderstood because attention is focused too exclusively on price
level. Very often a producer offers the same type of product in a
variety of sizes, styles, or qualities. Thus the second aspect of price
policy is the determination of the price lines at which these varietiesof the product will be sold. Offering what is basically the same prod-
uct in several price lines means that price policy takes account of the
fact that some consumers are prepared to pay more than other con-
sumers in this product class. Generally the more expensive product
has additional features, better quality, or elements of prestige which
do not pertain to the lower priced product. When a product is of-
fered at a variety of price lines the question of whether prices are ris-
ing, falling, or remaining static can become quite complicated. To
add a lower priced line amounts in a sense to an overall price reduc-
tion, even when there is no change in the price of items further up
the scale. If the new price line offers the same basic utility leaving
off only frills or secondary features, then this constitutes a price con-
cession to consumers who are not willing to buy at the higher prices.
Another way that price changes occur is by incorporating features in
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the lower price lines which were previously available only in the
higher priced lines. This kind of change occurs year after year in the
pricing of automobiles. A decrease in the average price of a product
such as an automobile can also take place at the initiative of the con-
sumer. For example, in the last several years there has been a relative
increase in sales of the lower priced cars and a relative decrease in
sales in the medium price bracket. The offering of the same basic
product in a variety of price lines obviously gives more opportunity
for consumer choice to influence the market than if the consumer
merely had to choose whether to buy or not to buy at a single price
line.

Another major aspect of price policy is that concerned with price
structure. The term "price structure" refers here to the relationship
between prices at which a product is offered at various stages in
the channels of distribution. A manufacturer may not merely sell to
his immediate customers at net prices, but he may suggest what he
regards as appropriate levels at which the product might be sold by
wholesalers and retailers.

In some cases he may attempt to enforce these retail prices through
price maintenance contracts or other devices such as consignment.
In other cases he is vitally concerned about wholesale and retail
prices even though he does not attempt to control them. If for any
reason consumers are having to pay more for product A than for
directly competitive products, the result is obviously a limitation on
the market for the producer. When such a situation exists the manu-
facturer may attempt to find new distribution channels, to induce
present channels to handle the product at a lower cost, or to attempt
direct sales of all or part of his own organization. A manufacturer
who sells through trade channels is not always able to stimulate im-
mediate consumer demand by cutting his own prices. Price policy
must take some account of the means for making a price cut effective
at the consumer level.

Another subject for price policy is that of price trends. Many
manufactured products are brought out at a relatively high price
with the expectation that prices can be lowered as volume increases.
If the minimum production unit is of substantial size, the producer
may have to count on a period of several years before he reaches a
break-even level of production. Typically he is not willing to take
the same sort of risk with respect to expenditures for creating a
market. Thus the initial prices are likely to be set at a high enough
level to create funds for advertising and promotion. These funds,
in turn, are used to build demand for the product so that it may
eventually be offered at a lower price and achieve the mass production
levels originally anticipated.

.While a product may be introduced with an expectation that its
price can be gradually lowered, there are other factors affecting price
trends which must be embraced by policy. Management usually at-
tempts to get the maximum promotional advantage out of price re-
duction either by making the cuts less frequent and thus more impres-
sive as to size, or by making them soon enough to deprive competitors
of the advantages resulting from initiating price cuts. Another quali-
fication in the overall policy as to price trend may arise if it develops
that consumers are more interested in product improvement than in
economy. If improvements occur, however, without corresponding
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price changes, the improvements in themselves are equivalent to price
reductions.

A more serious qualification for the present purpose is that which
may arise from a general acceptance of upward price trends in an
inflationary period. The notion that consumers have come to regard
an upward trend as inevitable may very likely make businessmen less
sensitive to the competitive advantages to be obtained by price reduc-
tion. In particular cases there are limits on the extent to which an
individual business can go contrary to price trends in its particular
field. Some years ago a drug chain attemped to sell aspirin to its
customers at 29 cents per hundred when the prevailing price for
other brands was 59 cents per hundred. The chain finally had to
raise the price of its own product to 49 cents per hundred to overcome
consumer suspicion about quality and found little difficulty in selling
the product thereafter.

The manufacturer of a specialized product has no choice but to
calculate some price at which he will offer it. His situation is unlike
that of the farmer growing wheat or cotton or other basic products for
which there is an established market price. Even assuming that the
manufacturer has every desire to select the competitive price rather
than a monopoly price, he still has the responsibility of calculating
what the competitive price is for his product. In making this calcu-
lation he uses various types of data about costs and about demand
and competition. The criticism is frequently raised that the producer
tends to rely too largely on cost data, as for example in applying the
full cost principle of pricing. To the extent that this occurs, one
of the major reasons for it is convenience. That is to say that the
producer usually has available certain information on the cost of the
raw materials and labor and other elements entering into the produc-
tion of the product. Very often he will add some conventional markup
to his basic costs on the assumption that this margin will cover his
overhead. Actually, if he has a large production unit and small
initial sales, he usually cannot hope to cover his full overhead in any
feasible initial price.

In practical terms, any margin of the initial price over direct pro-
duction costs is likely to go into advertising and promotional expendi-
tures designed to increase volume. The conventional markup used in
a full-cost formula might or might not yield an adequate fund for
promotional expenditures. It would be pure coincidence if an optimal
price, from the promotional standpoint, were to be established in this
way. What the seller needs at the start is a price that will yield as
many dollars as possible to be used in promotion. Consumers with the
greatest need or interest pay a premium for the prestige or satisfac-
tion of being among the first to buy, and thus provide the funds for
persuading those who ar'i less knowledgeable or enthusiastic.

The best way to establish an initial offering price is to start from
the demand side rather than from the cost side. The two elements
must, of course, be brought into balance eventually, but in the be-
ginning it is better to ignore costs than to ignore demand. Very
typically the optimal offering price is the price which will generate
the largest dollar volume of sales. Many producers behave as if they
were trying to approximate such a price both in the initial stages and
in the later history of a product. Advertising and promotion ex-
penditures may be regarded as designed to overcome resistance to the
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acceptance of a product. One basic source of resistance, of course,
is price, so that an offering price which generates the largest dollar
volume of sales is entitled to first consideration as the one which
minimizes resistance to price. Presumably at this price fewer dollars
will have to be spent for advertising and promotion to achieve the
same sales volume than at any other price. In the initial stages there
is no hope of recovering total production costs, if that is defined to
include the overhead of the entire plant capacity. The chief problem
in the beginning is to generate funds to cover marketing costs. The
producer, therefore, actually wants to maximize his gross margin over
direct costs related to his choice of a product design to satisfy that
part of the market which is ready to buy.

PRODUCT DESIGN, PROMOTION7 AND COMPETITION

Price policy at this stage is related to policy with respect to product
design and promotion. The best initial offering is a product design
which will satisfy immediate demand in such a way as to generate
the dollars needed for promotion. Costs vary with product design,
and hence product design determines the prices at which costs and
demand can be brought into balance eventually. All of these con-
siderations as to policy in the initial stages still hold with some modi-
fications throughout the product's history. An existing product
becomes a new product to some extent when new features are added,
when new types of distribution channels are employed, or when new
classes of consumers become interested in buying.

Price policy also takes account of competition, both initially and
increasingly as the product becomes established in the market. Ex-
perience begins to accumulate concerning the response of sales to
competitive moves. The sales executive who is watching competition
does not necessarily try to match the lowest competitive price in the
market. Quite often a producer of a major brand will tolerate a
certain spread between his own prices and those of minor competitors,
but will adjust his prices downward when this spread begins to widen.
In many cases it would be quite impractical for him to match the
lower prices since the price spread is the only factor which enables
the minor brand to exist. It is assumed that its producer would
maintain the spread no matter what action was taken by the major
producer.

Competitive considerations frequently induce a manufacturer to
improve his product rather than reducing his price where both courses
are available. He may accomplish the same result of increasing his
sales or market share through product improvement, but in a more
gradual fashion, allowing his competitors more time to adjust and
reducing the hazard of violent reaction. Generally speaking, prod-
uct improvement leads to attrition at the fringes of his competitor's
markets, while drastic price reduction may constitute an attack on
the core of their markets.

Once a product is on the market the producer reacts to changes in
cost, demand, or competition. His response to changes in his direct
costs is often to make a corresponding change in his own prices. This
is a very crude way of calculating the required adjustment in prices,
but it is often a matter of convenience rather than monopolistic
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intent. The pyramiding of prices increasing at the retail and whole-
sale level has often been deplored, but many of these intermediaries
operate on narrow margins and are adopting what they regard as the
simplest way of calculating a safe adjustment. Thus the food retailer
usually increases his price on canned foods simply by calculating his
conventional percentage markup on the new cost price to him. In
retailing fresh beef, however, he cannot readily calculate an average
margin for the various cuts which he takes out of a side of beef. The
custom, therefore, is to make an adjustment in cents per pound on
each cut corresponding to the increase in cents per pound on the side
of beef.

'Whether price policy emphasizes cost, demand or competition, there
are characteristic difficulties in obtaining reliable data for pricing
purposes. Some comments have already been made with respect to

*the problems of taking account of overhead elements in production
costs or estimating the funds that will be needed for marketing costs.
In the case of a firm making two or more products, there is the ever-
present problem of joint costs. In these instances a producer who
says that he is basing his prices wholly on costs is engaged in some
measure of self-deception to the degree that he cannot wholly segre-
gate his costs product by product. The extreme case is that in which
one product is regarded ais the by-product of another, and yet some
revenue is received from its sale. A truly scientific optimization
procedure would evaluate various pairs of prices on the main product
and on the by-product in order to come up with the combination
which would optimize sales and profits for the product and the by-
product taken as a whole. Something like this is done on an intuitive
basis in industries faced with this problem. Many difficulties arise
in carrying out such a policy as, for example, when a sudden shift
in demand reverses the roles of companion products. Even in so
simple a case as the production of chlorine and caustic soda from the
electrolysis of salt, it has not always been easy to say which was the
main product and which was the by-product.

To an increasing extent, it is the practice to price a new consumer
article by first making a judgment as to the price at which the product
will sell at retail, and then working backward from the consumer
price, making allowances for retail and wholesale margins, and finally
arriving at what will be available to the manufacturer for producing
and marketing the product. Sometimes these judgments as to con-
sumer price are made by marketing executives of the manufacturing
company, but they may also rely on judgments of retailers in the fields
in which they expect to introduce the product. The retailers' judg-
ments are strongly influenced by the prices of what he regards as com-
petitive products and by the desire to see the new product priced
cheaply enough to insure a reasonable rate of turnover. Even so,
the retailer may demand a wider margin on the new product them for
other products in the same class, at least until experience has demon-
strated its salability. The manufacturer, on the other hand, is obliged
to give greater weight to the margins over production costs that he
should have available for marketing the new product. He may be
willing to sell a smaller number of units at a higher price in order
to get started. As a result, retail distribution may be very limited in
the beginning, depending largely on specialty stores in his particular
field with spotty representation, if any, among mass merchandisers.
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Sometimes the introduction of a new product is preceded by ex-
tensive studies to determine how many units will sell at various prices
and also to determine what margins will be required to obtain the de-
sired cooperation from wholesalers and retailers. These studies of
consumer reactions to price do not often provide the basis for setting.
up a demand curve showing a continuous relationship between price
and quantity. This is possible in exceptional instances where a large
amount of data on demand and competition is generated through regu-
lation of an industry. Thus in a recent case in which natural ais
was being introduced into a market for the first time, it was possible
to develop empirical demand curves for each separate use for gas such
as household heating and industrial interruptible use. Massive con-
sumer surveys might provide the basis for demand curves on a
product or class of prodpucts that is already in general use, but there
are special difficulties in the case of a product that is about to be
introduced. The sales of such a product will depend not only on price,
but on the amount of advertising and promotion, the extent of retail
distribution that is achieved, and the degree of cooperation on the sale
of the product obtained from wholesalers and retailers.

It is usually feasible to obtain by survey methods what might be
called a relative revenue curve, which reflects estimates of the percent-
ages of a sample group which would buy at various prices, assuming
that everything is equal with respect to advertising and distribution.
Such a relative revenue curve at least provides a place to start in trying
to base pliciig decisions on demand considerations. It is believed that
many businessmen proceed intuitively as if they first had tried to esti-
mate the shape of this relative revenue function and then selected the
price which would maximize dollar sales volume, all other things
being equal. Whatever the producer does, however, to make a judg-
ment as to the optimum consumer price, he still has ahead of him
negotiations or adjustments to the views and requirements of the dis-
tributive trades. For examples, cases are known in which a seller has
finally adopted a price lower than that which ihe regarded as the
optimum consumer price, because his distribution channels for other
products were accustomed to selling lower priced items. This is doubt-
less a common experience of producers who are trying to develop a
large volume of sales quickly through such mass distributors as
variety chains.

The difficulties with respect to information concerning competition
are obvious. In what the seller does today he has to anticipate moves
that competitors may make in the near future. Products are some-
times introduced, at less than what the seller regards as the optimum
piice in the hope of achieving rapid market penetration because of the
expectation that competitors will bring out similar products in the
very near future. Modern competition for differentiated products
does not resemble the day-to-day equilibration of market forces so
muchl as a series of military campaigns. One competitor in a group
may make rapid gains because of a new prodlict feature, a new ad-
vertisinig appeal, or a new merchandising plan. lMeanwhile his coin-
petitors are doing their best to develop counter strategies through
which they can at least recover their old positions and hopefully make
some gains of their own.

Some substantial but temporary cut in prices is often one of the
features of such a campaign in its early stages. The price cut may
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be part of an overall plan to call attention to a new product or product
feature, to attract consumers to try the product, or to induce retailers
to give special cooperation in display and other sales aids during the
period of the campaign. Where this kind of competitive strategy is
a customary aspect of the marketing of a class of products, the average
price over a year's time on any product may be significantly lower than
the normal or list price. It is difficult to evaluate the interplay of
competition in such cases, but the sellers are apparently convinced
that they reach a larger total market by such price variations over
an operating period than by giving the same average price throughout
the period. Businessmen are generally guessing about such issues
and their price policies might be different if they had valid informa-
tion. Quite often the results of a special price cut turn out to be
disappointing when analyzed. Sales tend to slump after the offer has
expired so that there has been no real gain in sales over the period.
Obviously the seller is not generally well informed as to the effect of
his competitor's special price cuts since he knows so little about his
own. The tendency in the absence of knowledge is to try to meet all
of the competitor's special price cuts in one way or another, and in
addition try to outwit him by offering something different or better.
The main limiations on the frequency of such deals in some fields such
as packaged grocery products are chiefly the administrative burdens
that they impose on both the producer and his trade channels. Re-
tailers from time to time rebel and refuse to handle special offers,
thus exerting some influence on the manufacturer to wait until he has
developed something more attractive before he brings out another deal.

POLICIES OF RETAILERS AND OTHER INTERMEDIARIES

The discussion so far has emphasized the viewpoint of the pro-
ducer and his problems of Drice poliev rather than those of the
intermediaries who buy and resell such products. A discussion of
business price policy in the field of fabricated products necessarily
starts with the producer because it is usually he who must consider
the relations between product design, pricing and promotion on the
demand side, and production and marketing costs on the supply
side. There are exceptions, of course, in which the large retailer
establishes primary price policy and his suppliers attempt to operate
within the framework which the retailer establishes. Often in such
cases the product is sold under the retailer's brand name, and it is
he who is the sponsor of the product rather than the producer. In
fact, the "product sponsor" might be defined as the agency which
takes responsibility for determining basic policy as to product design,
price, and promotion, and generally owns the 'trademark under which
the product is sold.

'That then is left for price policy for those firms who handle
the product but are not the product's sponsors, as for example, the
retailer handling a branded and advertised package product. Such
a retailer serves first of all as a critic of the manufacturer's price
policies by either agreeing to handle a product under the suggested
terms or refusing to handle it. If he decides to handle the product,
he may choose to take less than the suggested retail margin unless
he is restrained from such action under resale price maintenance.
He may have several motives in the voluntary reduction of his own
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margin on a product. If the product is very heavily advertised, he
may feel that the best possible advertising for him is to offer such a
product at a reduced price. His price policy in such a case is to use
certain products to bring people into his store and to try to make up
the loss in margin oln other products he carries. This is the so-called
loss leader policy which has been the subject of much debate among
both businessmen and economists. It is a policy which tends to re-
appear among retailers in times of business recession. In fact, the
resale price maintenance laws intended to curb loss-leader practices
were born in the depression years of the 1930's. It is the writer's
opinion that these laws have had very little effect on price levels
for most lines of merchandise, since rising price trends have been
prevelent throughout most of the years that they have been in effect.
It is ironic that the price maintenance laws and possibly the Robinson-
Patman Act have been seriously undermined by recent court decisions
just at the time when business recession might lead to a widespread
use of loss leaders by the larger retailers or price discrimination by
their suppliers.

A second motivation for the retailer to take a lower margin is a
genuine conviction that he can still make money on the product at
these narrower margins. Margins tend to become conventional for
various classes of goods and to remain fixed even though marketing
conditions change. Thus when a product develops a large volume of
business it does not generally cost the retailer as much to handle it as
it did when the product was just getting started. Both his inventory
requirements and the amount of time he must spend in selling the
product tend to be reduced as volume increases. In some lines of
retailing, such as appliances, a substantial part of the costs of the
dealer or distributor are involved in the service that must be given
in installing a product or in repairing it during the warranty period.
As products are improved, breakdowns are less frequent and the actual
cost of service is reduced. Today, for example, consumers very seldom
have to call in the serviceman to repair a refrigerator, and there has
been a reduction in service calls even on such appliances as washing
machines and television sets.

The so-called discount house, which has made such great inroads in
the sale of some consumer durables, has followed price policies which
represent a mixture of the motivations which have been described.
To some extent they have prospered by drawing volume from other
stores as visualized under the loss-leader philosophy. There would
have been less room for them to enter the field, however, if the tradi-
tional outlets had not been wedded to conventional margins, which
were established partly to cover a large service requirement but could
no longer be justified on that basis. In some lines of retailing the
adherence to conventional margins is so great as to bring about a
transfer of a substantial share of the market to other channels. This
has happened in the case of sterling flatware, for example, in which
the old-line jewelry store has lost a third or more of its volume to
house-to-house operators.

A third type of price policy exercised by retailers is designed to
cater to the desire of the consumer to bargain and to make him feel
that he is making a smart deal with the retailer. This element in
retail price policy is present in many lines of consumer durables, but
particularly in the sale of new automobiles. Here it is quite cus-

407



408 ECONOMIC S'rABILrTY AND GROWTH

tomary for the retailer to name a large starting price and then to
inflate the trade-in value of the used car that the consumer is turning
in. Nevertheless there is genuine price competition in the sale of new
cars, even though the buyer must, be reasonably well informed and
engage in comparison shopping in order to take advantage of it.
Price competition is especially keen among automobile dealers when
demand slackens, becxause of the many thousands of dollars tied up
in inventory. In many cases a car which would normally carry some
hundreds of dollars of gross profit for the retailer may be sold at a
margin of only $50 or even at cost in order to meet the car dealer's
need for cash. One incentive for him to carry on such relative profit-
less transactions is that of meeting the quota the manufacturer has
given him in order to maintain his status in a class of favored dealers.

A phenomenon of retailing which is closely related to price policy
is that of giving trading stamps with purchases. This practice has
spread rapidly in the last several years and has now reached a peak
that could only be matched in earlier periods of recession. The effect
of trading stamps on the net prices of merchandise is a controversial
issue. Critics have contended that they must necessarily lead to an
increase in prices, but several well conducted studies have shown the
contrary. That is to say that in cities in which some competitors give
trading stamps and some do not, the stores that give stamps still seem
to be meeting competitors' prices. Consumer interest in trading
stamps takes some extreme forms. For example, cases are known in
which consumers have objected to the reduction of prices in super-
markets because this would cut down the number of trading stamps
they would receive.

There are other elements in retail-price policy that are based on
assumptions about consumer-price psychology. Thus $2.98 has long
been established in department stores as a more favorable price than
$3. Most merchants in the consumer-goods field still take this doctrine
seriously enough to engage in odd-cent pricing on many products both
in packaged goods and general merchandise lines. Ordinarily it does
not represent any substantial price reduction, and there is some evi-
dence that consumers are readily deceived by such practices. One ex-
periment reports that the sale of a product increased substantially
when the price was changed from 1 for 33 cents to 3 for $1. Certainly
this type of thinking, both by the retailer and the consumer, has
diminished in recent years since what were regarded- as psychological
prices in the past have been difficult to maintain under changing con-
ditions. Thus a $2.98 price may not end up being a good psychological
price if the consumer also pays a 9-cent sales tax so that she is actually
out of pocket $3.07. Similarly, the steady upward trend in retail
prices since the war has tended to obliterate some of the well-estab-
lished price lines or supposedly psychological prices from the past.
Thus, when a 39-cent price can no longer be maintained on a product
because of increasing costs, the new competitive price may turn out to
be 44 or 45 cents rather than jumping to 49 cents as the next highest
psychological price.

)Behind all of these devices and practices, there is one general prin-
ciple with respect to the price policy of retailers and consumer re-
actions to retail prices. That is to say that, in using lower prices
as a way of selling goods, the retailer attempts in one way or another
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to get the maximum psychological impact out of the price cut. His
experience has convinced him that merely offering a lower price may
not produce increased sales because of the limitations on consumer
knowledge of both prices and of product quality and features cor-
responding to price. Thus the retailer must either be serving a price-
conscious consumer or undertake to sensitize the consumer to price
before a price cut can be effective in moving merchandise.

This statement applies primarily to the behavior of the more ag-
gressive retailers who take the initiative in cutting prices. It is
chiefly these dealers who exercise effective price policy with other
retailers cutting prices only to arrest the loss of business to the leader.
There is, however, some area for discretion for the exercise of price
policy, even for the smaller stores. They can follow the leader all the
way down in a period of falling prices or they can decide at some
point to hold their prices and settle for a smaller volume of busi-
ness. Many retailers took the latter course during the depression
years when they were confronted by aggressive and continuous price
cutting by large stores such as Macy s. TIlese large stores, under
pressure to maintain their physical volume, were apparently de-
termined to sell for less than other stores no matter what the level.
In any case, many small stores eventually concluded that this was
the case and that it was fruitless to continue the battle. In some in-
stances they were abl~e to survive on the reduced volume which came to
them purely on a convience basis, even though their prices were sub-
stantially higher than those of their major competitors. When this
type of uneasy equilibrium is established, retail competition ceases to
exert a downward pressure on prices. So long as it continues the
large retailers are obliged to apply pressure to the supplier for lower
prices, so that in underselling their competitors they will not actually
be selling at a loss.

There is another way in which the commercial or industrial buyer
exerts pressure on his suppliers for lower prices. That is the pres-
sure to give lo-wer prices on original equipment business in order to
maintain the demand for replacement sales. Thus the automobile
manufacturers, who to considerable extent are engaged in assembling
parts manufactured by others, enjoy a relatively low price on most of
these original equipment purchases. A tire manufacturer, for ex-
ample, likes to see his tires on as many new automobiles as possible
in the hope that the consumer will insist on the same brand of
tire when hle comes to buy new ones. Tires- continue to be improved
to the point where they may eventually last as long as the auto-
mobile, and at that point price relationships between automobile man-
ufacturers and tire manufacturers will doubtless be in for drastic
revision. On many automotive parts, replacement business has al-
ready dwindled away to a relatively insignificant amount. A some-
what related phenomenon in price policy is that of placing a low
price on a piece of equipment as compared to the price on consumable
items that are used with this equipment. A classic instance is that
of the low price of the safety razor as compared to the price of blades.
The exercise of this type of price policy assumes, of course, that both
elements are made by the same manufacturer, who can earn enough
on one item to justify the production and distribution of both.



ECONOMIC STrABIL=rY AND GROWTH

3IARKETING PLANNING AND PRICE POLICY

In assessing the impact of business-price policy on economic stabil-
ity, it is necessary to take account of restraints on the exercise of policy
imposed by the organizational environment in which it operates.
These limiting factors may be discussed in terms of the three broad con-
cepts of plans, problems, and executive philosophy. A business plan
is an attempt to lay out a course of action over some stated period of
time designed to produce some result which can be stated either in
terms of specified outputs during the period or a specified state of
affairs at the end of the period. Policy with respect to price or other
aspects of business operation may be regarded as an instrument for
making the plan effective. A plan is geared to the accomplishment of
ultimate goals rather than immediate objectives, defining "ultimate"
in the special sense of objectives related to the entire planning period
and "immediate" in the sense of pertaining to transient conditions
arising during the period. A policy as related to a plan is a limitation
on the exercise of discretion during the planning period. A price
policy recognizes an area of discretion for pricing and sets limits on
the exercise of that discretion.

A plan regarded simply as a schedule of proposed activities is some-
times conceived in terms of what has been called a certainty model.
That is to say that the plan is based upon certain assumptions about
the future and perhaps even embodies the fundamental assumption
that adequate knowledge about the future is available or can be
obtained.

A set of policies, including price policy, in effect acknowledges that
uncertainty will occur in the detailed execution of the plan or at least
will exist subjectively in the minds of subordinate executives who
are attempting to put a plan into effect. The policy in effect tells the
subordinate executives how to classify events and how to deal with
each class of events to promote the plan. Policies, of course, exist in
organizations which are not engaged in market planning in any precise
and detailed way. Even in these cases policies may be regarded as an
expression of the plan, even though that plan is only vaguely formu-
lated and is not being currently revised in the light of changing condi-
tions. If the plan is vague, policies may remain static over a long
period because of the difficulty of evaluating their pertinence to the
execution of the plan.

The situation changes when management is committed to market
planning as an orderly and continuous procedure. A clear rationale
as to the relationship between plan and policy can then be developed.
In these cases the objectives of the plan can be stated usually as ac-
complishing certain outputs during the planning period, subject to
certain restraints as to the state of affairs which should exist at the
end of the period. This concept provides a frame of reference within
which price policies can be formulated. Suppose, for example, that
the objective is to maximize net profits over the planning period,
subject to the restraint that the company wishes to enjoy at least its
present market share at the end of the period. A price policy which
is consistent with these goals is likely to point toward maximizing
the dollar volume of sales over the period unless there are elements
in the structure of variable costs which would rule out such policy.
Fixed costs, of course, make no difference and the greater the im-
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portance of the fixed cost of component total costs the more likely is
the policy of maximizing sales to be adopted.

For the purposes of the present discussion, there is one consequence
of the dependence of price policy on plans which is of primary sig-
nificance. That is the fact that if policies are a means of effectuating
plans, the revision of policy should come up for consideration when-
ever plans are changed. While effective planning wvill no doubt re-
flect better-than-average success in forecasting the future, it should
also reflect greater-than-average flexibility -in correcting plans when
the forecasts turn out to be seriously wrong. Where this flexibility
in planning exists, a normal result should be flexibility in policy and
an exercise of price policy in terms of a more immediate and a more
accurate knowledge of supply, demand, and competition. Thus prog-
ress in the professional techniques of planning should be one of the
long-run factors which may eliminate any tendency for business-
price policy to contribute to economic imbalance.

PRICING BY EXCEPTION

The second conceptual area to be related to business-price policy is

that of problems which may arise and may have to be solved by execu-
tive action, even though they require an exception from policy. This
general notion is sufficiently important to have given rise in recent
times to the term "management by exception." This term implies that
plans and policies can hold for most situations, but that the day-to-day
work of the executive consists in recognizing and dealing with the
exceptional case.

A problem may be said to arise as the result of uncertainty created
by unforeseen conditions and which raises questions as to the achieve-
ment of plans and objectives. Another way to define this uncertainty
as related to price is that doubt has arisen as to whether effective action
can be taken within the area of discretion defined by policy.

Some of the problems which must be dealt with at the higher execu-
tive levels are unique and nonrecurring. Examples would be a de-
cision concerning a merger with another firm or a decision to drop a
product which was declining in sales or failing to return profit. The
latter decision would usually be taken only after reviewing the possi-
bilities for changing the trend through changes in the product itself,
in promotional expenditures, or in pricing policy.

Problems facing subordinate executives or individual salesmen may
be of a more chronic character and affect one transaction after another.
In some companies the salesman operates in a rather wide area of dis-
cretion, particularly with respect to price. When this is true, the price
policy as stated may be a very mild restraint on response to day-to-day
market forces. This type of response to the market may not be very
orderly or accurate, but it certainly leaves room for a substantial
average decrease in prices when business falls off.

The exercise of discretion by the salesman in making prices to indi-
vidual customers may be either official or unofficial. In the first

case the company management has set very broad limits within which
the salesman can vary prices according to conditions. With respect
to packaged products designed for the consumer, some restraints are
imposed by the provisions of the Robinson-Patman Act. Manage-
ment must either allow only those variations which it thinks can be
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justified under the act, or accept the possibility of prosecution if a
greater range of price discrimination is tolerated. Quite aside from
official policy, individual salesmen may take their chances of going
beyond it, feeling that it is better to risk disciplinary action from
management than to miss a particular sale. If the company's need
for volume is sufficiently serious, it may wink at these violations of
policy and the salesmen quickly learn to gage the amount of departure
that will be tolerated. The point here with respect to the effect on
market prices is that there are two ways in which a price may fall be-
low the price which management regards as its normal asking price.
One is by outright delegation of a considerable amount of discretion
to the salesmen, and the other is by considerable tolerance of individ-
ual departures from stated price policy.

In the opinion of the writer, pricing by exception is not the best
way of dealing with a changing market situation. Price relation-
ships with customers that degenerate into a network of exceptions can
create much tension and suspicion among customers and even threaten
the survival of the firm. The eagerness of the individual salesman to
close a deal is not a very good criterion, even with respect to the indi-
vidual transaction. Salesmen operate in different territories with
varying types of customers and degrees of financial stress with respect
to their personal situations. The ideal aim of price policy in a chang-
ing market should be to bring about a rapid but orderly adjustment,
maintaining the normal flow of volume by assuring equitable treat-
ment for all customers.

The administration of an equitable price policy assumes that several
elements are present. The first is that only a moderate range of dis-
cretion is permitted to the individual salesman and that adherence to
these limits is enforced with some vigor. Salesmen should be encour-
aged to report promptly when the company seems likely to lose an
important order because of price competition. Some running analysis
needs to be made of departures from official prices, at least on a sam-
pling basis. If these departures become serious enough or if there is
a growing number of instances in which exceptions must be granted
outside the area of discretion determined by price policy, then it is
likely that policy should be revised. Policy cannot be very useful
unless it guides salesmen and subordinate executives in the great
majority of the situations which confront them. The exceptions do
not have to constitute a very large percentage of all transactions until
they begin to take up more than half the time of the salesmen and their
immediate supervisors. Perhaps even more serious is the fact that,
even with the time devoted to exceptions, there is little likelihood that
such operations will result in a genuinely effective adjustment to mar-
ket conditions. With respect to economic stability, this approach to
individual bargaining transaction by transaction may actually pre-
cipitate developments that are harmful rather than beneficial. Cer-
tainly when business turns down there is always a danger of over-
compensation to the trend on the part of the individual seller. The
attempt to recover volume through individual price concessions is likely
to undermine the confidence of trade buyers in the integrity of their
suppliers and thus contribute to the decline in general business confi-
dence, which is one of the factors in prolonging recession.

The conclusion was reached a little earlier that better planning tech-
niques would contribute to better price policies. Similarly, it seems
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clear that better administration of price policy could make a similar
contribution to economic stability through sound market adjustment.
The administrative procedures which have been pictured provide for
a direct and orderly feedback from the sales force as it is confronted
with individual cases of price resistance. This is somewhat different
from the overall planning approach which involves a weighing of the
changing trends at the top level and the translation of these judgments
into new plans and corresponding policies. Ideally, of course, effective
planning and effective price administration should both be present to
bring about the revisions in pricing policy and practice which a chang-
ing market requires.

MANAGEMIENT PHILOSOPHY AND PRICE POLICY

There are some still broader considerations influencing business
price policy which might be described as falling in the area of manage-
ment philosophy. This term was meant to include broad attitudes
concerning the current state of the economy, the interaction of its
parts, and the role of management with reference to the effective use
of the firm's productive capacity. Any or all of these elements of
management philosophy could have a substantial effect on the formu-
lation of business-price policy.

The primary considerations with respect to the executive's view of
the current state of the economy pertains to trends which he thinks
he should allow for in business planning. An instance would be a
conviction that inflation would continue for the foreseeable future.
It is conceivable, of course, that a management might anticipate rising
prices in general, and yet attempts to find some competitive advantage
for itself by cutting its own prices or gaining a relative price advantage
by refraining from increasing its prices. The incentive to adopt such
a policy would rest on the belief that a large body of consumers were
still highly sensitive to prices and eager to resist the inflationary trend.

A management might well come to the opposite conclusion; namely,
that consumers generally now accepted inflation as one of the facts
of life and would not be greatly influenced in favor of a product
merely because its price was not rising as fast as competitive prices.
A marketing organization that accepted this philosophy might not
fight too hard to stem the rising tide with respect to its own costs, but
assume that these costs could readily be passed on to its customers.
Such a philosophy would be quite contrary to that which influenced
price policy in many business firms a generation ago. At that time
many executives set themselves a goal of steadily dropping their prices
and, if possible, raising the competitive differential between their
products and similar products. These businessmen regarded price
not merely as a way of adjusting supply and demand in the immediate
market, but as a way of creating new markets, especially among lower
income families. There are doubtless fewer executives who would
rely on such a program today in view of the inflationary trends which
have been in efect ever since the war. There is, of course, the addi-
tional consideration that the notion of a mass market, which could
only be cultivated through deep-cut prices, has been somewhat modi-
fied through the progressive narrowing of income differentials. With
the leveling up of family incomes at the lower end of the scale there
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is doubtless a greater tendency to rely on product differential rather
than lower prices as a way of reaching special segments of the market.

Another aspect of business philosophy related to inflation is the
conviction that at some point inflation must lead to a collapse and
disastrous deflation. Individual businesses have pursued policies ap-
parently dictated by such a philosophy and accumulated large cash
reserves, rather than making expenditures for plant and equipment or
for market expansion. This point of view could affect pricing be-
havior in one of several ways. On the other hand, such a firm might
not be atle to meet the lowest prices in the market because its equip-
ment was relatively obsolete and could not produce at the lowest cost.
Another effect might be to make the firm less enterprising in the type
of price offer or product change which might be equivalent to a re-
duction in average prices. The firm might in effect withdraw from
the market gradually by being content with the business it could ob-
tain by ultraconservative methods.

Another point of view which might lead to rigidity in price policy
is the conviction that business is inevitably faced with a steady in-
crease in overhead, leaving less and less room for executive action with
respect to either costs or prices. The best that the executive might
hope to accomplish under this view is to rely on the inevitable growth
of the market and at the same time to engage in delaying tactics with
respect to cost increases, but with no real hope that genuine economies
or cost decreases can be achieved. A management with this viewpoint
might spend a good deal of effort in trying to hold off by a year or two
such cost-increasing measures as fringe benefit programs for labor.
Similarly, the firm might attempt through political activity to delay
mere inevitables in the long-run. With an inflationary trend in evi-
dence with respect to both prices and costs, the firm may attempt in

a ase ~~~~~in its costs from runningone way or a nother to present the increas, niscssfo unn
ahead of its increase in sales revenue.

Another general consideration is the judgment of management with
respect to the present status in the market of any product which it
makes and sells. It may feel that the product is in the very early
stages of market acceptance but still has a profitable future ahead.
The company might feel that the product was not yet sufficiently

known or understood by enough people for price appeal to make much
difference. Later on in the period of rapid growth for the product
the company might make extensive use of price appeal to widen the
market before competition catches up. In still a later stage a product
may face a declining market and management is faced with withdraw-

ing it at some time in the relatively near future. The decision might
be to hold the price and sell the product as long as it continued to be
profitable, rather than dropping the price and thus diverting resources
and effort from new products with a better growth outlook. A com-
pany would thus base its policies on the view that it was selling a suc-
cession of products rather than attempting to keep a single product on
the market at any price.

Similarly, price policy might be influenced by a company's evalua-
tion of its overall position in the market and the kind of behavior ex-
pected of it by its customers and its competitors. A very large com-
pany, for example, is under some restraints in the exercise of aggres-

sive price policy since such action might be interpreted by the anti-
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trust agencies as an effort to destroy competitors. Other facets of a
company's position in its field have to do with whether it sells a broad
line or a narrow line of products, and whether it is a specialized pro-
ducer of quality products or is truly committed to mass production.
A company with a broad line of products encounters additional com-
plications if it attempts to cut prices on a part of the line. Such action
may cause serious strains in its overall marketing program and pre-
cipitate various kinds of unfavorable reactions from intermediaries
and dealers.

Some large companies regard their primary role as that of provid-
ing' the benefits of mass production to the consumer. This usually
means limiting the number of styles or models of the product in order
to maintain continuous runs for mass production equipment. Such
a company may not be able to meet the lowest competitive prices,
but may put forward a strong claim that its combination of price and
quality represents the best value for the money. This philosophy
of manufacturing might be expected to lead to some stability in prices
with the result that the company's price advantage would increase
when the general price movement was upward and decrease when
prices were moving downward.

One other aspect of management philosophy which is important to
price policy pertains to labor relations. Much has been said about
the wage-price spiral in which large firms presumably grant wage
increases to labor and in turn make corresponding increases in the
price of their products. Some industries are undoubtedly in a better
position to pursue such a policy than others. SWhere this is true, it
represents an exploitation of the economy for the benefit of labor and
management in the favored fields. Some years ago there was discus-
sion among economists of the concept of bilateral monopoly. The
pure case assumes that two monopolists handle the same product in
succession, and that they are equally dependent on the ultimate sale
of the identical product. Given these conditions the theoretical con-
clusion is that monopoly prices would tend to be higher than if only
a single monopolist were involved. The writer is very skeptical as
to the occurrence of bilateral monopoly in the marketing of products.
There are very few situations in which the area of operation of the
successive sellers corresponds so exactly as to permit the results of
bilateral monopoly to accrue. The facts are quite different, however,
with respect to the relationship between management and the labor
union. The labor union which serves as the bargaining unit for a
large plant has an area of operation corresponding exactly to that
of the management of this plant. The members of the labor union
have only one customer for their services, and management in the
short run has 1 and only 1 source for the labor it requires for its
operations. Under these circumstances, it is quite conceivable that
the full effects of bilateral monopoly will accrue.

In summary, there would seem to be several main lines of progress
with respect to bringing about a better relationship between business
policy and economic stability. Reference has already been made to
the desirability of better planning and better price administration.
The pattern of operation within business itself will undoubtedly move
in this direction supplemented by help from consulting firms, trade
associations, and government agencies. With respect to the general
attitudes which have been described as management philosophy,
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change would occur either through modifying the conditions which
have led to these business attitudes or convincing management that they
are drawing incorrect conclusions from these decisions. The first
type of action is illustrated by the efforts that government agencies
were making until relatively recently to arrest inflationary trends.
It is recognized that this is a difficult operation, and that it is all too
easy to throw the economy into a deflationary trend in attempting to
apply the brakes.

The other question of the inferences to be drawn from the state of
the current economy points to an expansion and improvement of eco-
nomic studies designed to test some of these general operating assump-
tions which appear to influence business policy. The studies by the
Federal Reserve Board on buying expectations have doubtless been
a tempering influence. Other publicly sponsored studies might an-
alyze in greater detail the relative influence of such factors as price,
product design, and advertising in stimulating demand. Business
itself is struggling with the problem of measuring the effectiveness
of advertising and apparently making some progress toward develop-
ing techniques for determining the optimum size for profitable opera-
tions and the optimum allocation of advertising funds. Too much
energy perhaps goes into deploring the fact that we have the kind of
economy we have and not enough into lines of investigation .which
may develop means for promoting its optimum operations.

J. M. Clark has concluded that we must rely on a greatly increased
sense of responsibility on the part of business management. so that
policy may be exercised in the public interest. Perhaps a useful
counterpart would be a greater sense of responsibility among the
economic agencies of government for a more comprehensive under-
standing of how our marketing system works and how it can be made
to work better.



PRICES AND BUSINESS CYCLES

Lawrence E. Fouraker, The Pennsylvania State University

I. INTRODUCTION

My purpose is to relate market structures, price characteristics, and
economic fluctuations. The hypothesis will be advanced that prices
behave in a certain, predictable manner over the business cycle, and
that this behavior is a contributing factor in the business cycle. In
most situations, this consideration would be quite minor in relation
to the multitude of causes and contributing factors in business fluctu-
ations. However, progress frequently occurs in incremental stages,
and it is in this spirit that the following is presented.

II. CLASSIFICATION OF PRICES

Many studies have been made of the behavior of prices over the
business cycle.' Perhaps the best summary of these relationships is
to be found in Professor Mills' Price-Quantity Interactions in Busi-
ness Cycles.2 Professor Mills analyzes the price-quantity behavior of
16 commodity groups. It is proposed that these 16 commodity groups
can be separated into 2 sectors, and that these sectors will differ sig-
nificantly with respect to some basic characteristics. The classifica-
tion is as follows: 3

C SECTOR M SECTOR

1. Domestic crop products 1. Raw materials
2. Foods 2. Producer goods
3. American farm products 3. Manufactured goods
4. Domestic animal products 4. Nonmetallic minerals
5. Nondurable goods 6. Other than American farm products
6. Consumer goods 6. Capital equipment
7. Human consumption goods 7. Metals
8. Producer goods for human consump- S. Durable goods

tion

We are concerned with consumer prices, so the emphasis will be on
items 3, 5, 7, and 8 in the M sector rather than on the commodities
typically purchased by business firms.

Proposition 1: The C sector consists largely of commodities that
are staple, nondurable goods. The M sector consists largely 6f
durables.

I For example: F. C. Mills, The Behavior of Prices (New York. 1927). W. C. Mitchell,
What Happens During Business Cycles (New York, 1951). F. C. Mills, Prices in Recession
and Recovery (New York, 1936)A G. Tintner, Prices in the Trade Cycle (Vienna, 1935

2 New York, 1946.
aThere is considerable overlap among the categories within each sector, but very little

between sectors.
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This classification would seem consistent with the definitions of
durable and nondurable goods employed by the National Bureau of
Economic Research and the Government.4

Proposition 2: The C sector commodities are produced under con-
ditions that are relatively more competitive than the M sector com-
modities. That is, the staple nondurables in the C sector are more
likely to meet the following competitive requirements than are the
durable commodities in the M sector:

(a) The commodity is homogeneous.
(b) A large number of independent firms produce the com-

modity.
(c) It is relatively easy for a new firm to enter the industry.

This classification would seem consistent with most of the concen-
tration data and studies available. 5

Proposition 3: Prices of the C sector commodities are more likely
to be in the inelastic ranges of their respective demand curves than
are the prices of the M sector commodities. This proposition follows
from two considerations: (1) the nature of the commodities involved;
(2) the difference in market structure between the two sectors.

The C sector commodities are characterized by substantially smaller
income effects than the M sector commodities.6 Thus, if the substi-
tution effect is approximately the same among the major commodity
groups selected by Mills, the stronger income effect for the M sector
commodities will make their demand curves elastic relative to the C
sector commodities. This follows from the Slutsky equations This
conclusion is in agreement with the widely held view that agricultural
commodities and staples have inelastic demands, particularly relative
to manufactured commodities and durables."

Also, there would be a tendency for the relatively' monopolistic in-
dustries producing the M sector commodities to restrict, their prices
to the elastic ranges of their commodities' demand curves. This tend-
ency follows from the observation that an industry's profits are maxi-
mized within the elastic range of the market demand curve, since mar-
ginal revenues become negative in the inelastic range. The relatively
competitive industries producing the C sector commodities mav not
have sufficient control over their prices to follow suit. Thus competi-

' For example: See S. Kuznets, Commodity Flow and Capital Formation (New York,
1938) or The Structure of the American Economy, Part I (Washington. 1939). p. 264.
Nondurables are goods that wvould be destroyed by consumption within 6 months, while
durahles typically wvould provide service for longer than 3 years.

5For example: A. C. Neal, Industrial Concentration and Price Inflexibility (Washing-
ton, 1942), pp. 138-139. Federal Trade Commission, The Concentration of Productive Fa-
cilities (Wa shil-aton, 19471. Fedein 1 Tra' 1

e Comn mission. Tld(bstri;-I Con cutra ih n a nid
Product Diversification in the 1,000 Largest Manufacturing Companies: 1950 (Washing-
ton, 1957). National Bureau of Economic Researeh. Business Concentration and Price
Policy (Princeton. 1955). N. J. Silberliin, The Dynamics of Business (New York, 1943),
p. 634. The Structure of the American Economy. Part I.

a The income effect is reflected by the change in the quantity of a commodity taken as a
result of a change in consumers' incomes. From Mills, Price-Qutantity Interactions, pp.
46 47, it can be seen that all of the M sector commodity groups experienced wider quantity
variation over the cycle than did the C sector groups (price variation being approximatoly
the same). Also, see Neal. Industrial Concentration. p. 123, and Nelson. Price Behavior
'and Business Policy, TNEC Monograph No. 1. p. 38. where it is shown that productioui fell
slunifleintly more for durable goods than for nondurable goods at the outset of the great
depression.

I E. E. Slutsky, On the Theory of the Budget of the Consumer, Readings in Price Theory
(Chicago, 1952).

'l. Schultz, The Theory and Measurement of Demand (Chicaro, 1938). Also 0. W.
Knauth. Some Reflections on Retail Prices, Economic Essays in Honor of Wesley Claire
Mitchell (New York, 1935).
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tive forces may drive prices into the inelastic range of the market
demand curve. For example, this has been characteristic of many farm
commodities.

HI. PRICE BEHAVIOR OVER THE BUSINESS CYCLE

There is a significant difference in the patterns of behavior of the

prices associated with the C and M sectors. Professor Mills sum-

marizes such behavior for a period ranging from 3 to 20 business
cycles.,

The analysis is presented in the context of the reference cycle, a

device which classifies every cycle into nine stages. Stages I-IV
represent the expansion phase of the cycle, stage V coincides with

the crest, and stages VI-IX represent the contraction phase. In

general, prices of the C sector commodities behaved as follows: (1)

they rose much faster during the early period of recovery than dur-

ing the later period of prosperity (typically the increase from stage

I to stage II was substantially greater than the increase from stage

IV to the crest of the cycle at stage V); (2) the decline in prices was
particularly sharp from stages VI-VIII; (3) the last period of busi-

ness contraction (stages VIII-IX is characterized by either gentle
decreases, no change, or even a slight increase in prices for this sector
of commodities.

Prices for the M sector commodities generate a different path over
the cycle. Relative to the C sector prices, they tended to rise more

during the latter stages of prosperity than during the early periods

of recovery; they also tended to fall more during the last periods of

depression than during the early periods of recession. These rela-

tionships are summarized in figure 1, where it is apparent that a

ratio of C sector prices divided by M sector prices generates a series
that leads turns in the business cycle. That is, such a price ratio
would normally turn down before the crest in general business activ-

ity is reached, and would turn up before the trough of the depression
is approached.

'lhis pattern of price changes over the cycle is consistent with the
nature of the commodities involved and with differences in market
structure between the two sectors. The staple, nondurable commod-
ities in the C sector are likely to hold high positions in the consumers'
hierarchies of wants, so that the demands for these commodities will

be among the first to increase with the improvement of business con-

ditions. Thus, if a depression has caused a deterioration in the diet

of a family, this is likely to be the first condition that is rectified with
the return of better times (however, there frequently is a strict limit

to the increase in demand for such a commodity). Therefore, the

demand curves for the C sector commodities are likely to increase at

an earlier point in the recovery than are the demand curves for the

M sector commodities. This would be part of the explanation for the

earlier increase in C sector prices. Another factor contributing to

the lead in C sector prices is that they are more likely to be market
established prices, and thus would tend to reflect changes in demand
and supply almost instantaneously.10 Prices for the M sector com-

D Mills, Price-Quantity Interactions. Also. see R. A. Gordon. Business Fluctuatlons

(New York. 1952), pp. 241-242; 0. Haberler. Propensity and Depression (New York, 1946).

"S. Nelson, Price Flexibility TNEC Monograph No. 1 (Washington, 1941).

237 34-58- 28
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modities are more likely to be administered, which would cause a lag
between a change in market conditions and the resulting change in
the administered price."

Further considerations would be: (1) The relatively competitive
C sector industries would be less likely to have idle plant capacity of
comparable efficiency with operating plants (excess plant capacity is
incompatible with competition and constant costs) so their supply
curve would hlave a positive slope; (2) the M sector industries would
be more likely to have access plant capacity of comparable efficiency
with plants in operation so that the relevant supply curve at the start
of recovery could be perfectly elastic (therefore a change in demand
would not affect price); (3) there might be a substantial decrease in
the supply of the C sector commodities during the early part of the
recovery phase, thus contributing to the early increase in such prices
(the shift in supply would result primarily from an increase in the
entrepreneurs' alternative costs).

On the contraction side of the cycle the demand curves in both com-
modity sectors are going to fall (except for a few "inferior" goods in
the C sector). Indeed, the M sector demand curves may fall faster
and further than would be the case in the C sector. However, two
factors might prevent a comparable fall in M sector prices: (1) the
usual lag of administered prices behind market prices, ceteris pari-
bus, and (2) the substantial increase that might occur in the supply
of C sector commodities as a result of the fall in the alternative costs
of worker-entrepreneurs (since alternative employment opportunities
would decrease as the recession grew worse). Thus C sector prices
will fall faster than M sector prices during some of the early phases
of the recession. The prices for C sector commodities will not con-
tinue to fall relative to MI sector prices, however. M sector goods
probably rank lower in the consumers' hierarchy of wants, and the
purchase of such durable goods can be postponed. Thus a point in
the recession will be reached where the demand for M sector commod-
ities is falling faster than the demand for C sector commodities, and
the prices will behave accordingly. These relationships are summar-
ized in figure 1.12

l J. A. Schumpeter, Business Cycles, vol. II (New York, 1939), p. 539. J. K. Galbraith,
Monopoly Power and Price Rigidities, Quarterly Journal of Economics, May 1936; alsoMarket Structure and Stabilization Policy, Review of Economics and Statistics, May 1957.

1 These patterns are supported by other time series studies. The ratio of nondurable
and durable prices was calculated for the period 1929-53 from data in National Income,
1954 (Washington, Department of Commerce), pp. 2It6-217. Deviations were calculatedfrom a least-squares trend for this series and from a similar trend for gross national
product for the period 1929-54. Turning points In the price deviations led turning points
n GNP deviations in 5 instances, lagged In 1 instance (the 1938 trough), and coincidedin 2 others. Quarterly data for the two coinciding turns (the 1948 peak and the 1949
trough) were analysed, Food prices were used to represent the C sector and metals prices
to represent the M sector. The price ratio led the quarterly deviations of gross nationalproduct for these two periods. Also, see my "A Note on Demand Elasticity, Prices, and
the Business Cycle," Journal of Farm Economics. vol. 38. where some evidence is pre-
sented that the farm parity ratio tends to lead the Federal Reserve's index of industrial
activity. The parity ratio' would constitute an approximation of the ratio of C sectorprices to M sector prices.

Also, see G. Tintner, Prices in the Trade Cycle (Vienna, 1935), for evidence that theserelationships hold for other economics.
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FIGURE I
PRICE RELATIONSHIPS OVER THE REFERENCE CYCLE
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Pc: average of following cyclical price relatives: food; nondurables; farm.
Pm:average of following cyclical price relatives: metals; durables; nonfarm.
Source: E C. Mills, Price- Quantity. Interactions in Business Cycles.

IV. PRICE-INDUCED CHANGES IN THE PROPENSITY TO CONSUME

The propensity to consume relates consumption and income at a
constant level of prices.'3 Thus a change in prices normally will

induce a shift in the propensity to consume.' 4 Some aspects of this

relationship will be analysed in this section.
I shall start with the simplest case. Assume that the price of a

commodity changes without affecting the money incomes of the pur-

chasers of the commodity. Assume further that each consuming
unit orders its wants in such a manner that a lower ranked want is

not considered until some quantity of a higher ranked commodity
has been purchased, and that various forms of savings will be inter-
spersed in this hierarchy. Finally, it is assumed that, on balance,
most commodities are superior goods for most consuming units, so

that a typical family will react to an increase in income by increasing
its demand for most goods. Consider the effect of an increase in

price in this context. If the price change encompasses an elastic

J. M. Keynes, The General Theory of Employment, Interest, and 'Money (New York,
1035), p. 286.

i4 Examples of other economists who have considered this relationship: J. D. Sumner,
Public Utility Prices and the Business Cycle, Review of Economics and Statistics, vol.

XXI. p. 104. D. H. Wallace. Monopoly Prices and Depression, Explorations In Economics
(New York. 1936) * also Industrial Mnrkets and Public Policy, Public Policy (Cambridge,
19401. W. F-ellner, Employment Theory and Business Cycles, A Survey of Contemporary
Economics (lPhladelphla. 1949), p. 84. J. H. Kirk. Agriculture and the Trade Cycle
i London, :1033). J. Tlnbergen and J. J. Polak, The Dynamics of the Business Cycle

(Chicago. 1950). E. S. Mason, Price Policies and Full Employment, Public Policy.
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segment of the market demand curve, it implies that, on balance,
households have reduced their expenditures on this item.. This willincrease the amount of income that can be allocated to lower ranked
goods. Included in these lower ranked goods, presumably, wouldbe some form of savings. We would normally expect these accounts
to increase as a result of the increase in income allocated to lowerranked items."5 Thus, consuming units would be saving more out ofgiven levels of income, so the price change would have reduced the
propensity to consume. If the price increase had enclosed an inelasticsegment of the demand curve, the presumption would be that thepropensity to consume would tend to rise. That is, households would
increase their outlays on the commodity in question, thus reducing theamount of income available for lower ranked goods, including some
savings items.

What of the situation where both incomes and prices are changing?
Let a typical household have a demand for a commodity represented
by D1, so that they are spending pi q, on this item out of an income
of Y1. Say that their demand increases to D2 as a result of an increase
in income to Y2, and their expenditure on the commodity in questionincreases to P2 q2. Let p1 q3 be a point on the new demand curve.
Then pr qi, Y1 , and pl 93, Y2 are the coordinates for this commodityassociated with two points on the original propensity to consume.
Now if the new demand curve is inelastic between the two prices,

r-q2 will exceed p, q,, and the new propensity to consume will behligher than the original, ceteris paribus. The reverse holds if thesegment of D2 is elastic. If the segment has unit elasticity, pa q2will equal p- q, and there will have been no change in the propensity
to consume, ceter-is paribus.15 Thus, if only one price changes, we canbe certain that the propensity to consume will shift in the same direc-
tion if the pertinent demand segment is inelastic, or in the oppositedirection if the demand segment is elastic. If several prices change,some in elastic and some in inelastic ranges of their respective de-mand curves, we can only presume that the same tendency will hold.That is, if the inelastic prices rise faster than the elastic prices, itwould be assumed that the propensity to consume would tend to rise.The net effect on the propensity to consume could not be predictedwith certainty unless we possessed information concerning the in-come and substitution effects for all the commodities whose prices
changed, and knew the effect of the price change on the distribution
of income.

Shifts in the propensity to consume will contribute directly andindirectly to fluctuation in general business activity. The direct con-tribution would be in terms of the multiplier effect. An increase in
'E The savings accounts would Inerease under any of the following conditions: (i) if theoricinal ePlstic range price were the only one to chanee: (2) if the demands for lowerranked roodne were. on balance. elastie: (.X if the Induced rise In prices of lower rankedgoods vwith Inelastic demands were sufficiently mild.Ad It follows from this nnalycis that an increase In prices will tend to Increase the mar-ginal pronensity to consumqe. regardless of elasticitv considerations. Let p. qO be a pointon D1. Preen P2(fl2-() divided by Y.-Y 1 would be the marginal propensity to consumethis commodity for the consulmption function associated with no. The original marginalpropensity to consume the commodity woulld he P1(n,-q,) divided by Ya-Y 1 . Assumethe shift in the demand curve either increased or did not alter the slope of the demandcurve. Then it follows that the new mnrginal propensity to consume Is greater than theone associated with P1 , ceteris paribus since

P2 AO AQOPAY>PIAY~
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the propensity to consume will have the same positive leverage effect
on economic activity as an increase in investment.1 7 Also, shifts in
the propensity to consume will cause changes in the rate of change
of consumption-usually in the same direction. This tends to induce
investment in these lines, thus augmenting the multiplier effect with
the acceleration efect.18 Thus shifts in the propensity to consume
could be a contributing factor to changes in economic activity.'9

V1. S1UMMARY AND roLIcY

Our proposition can be summarized as follows: (1) The ratio of
prices of nondurables (usually in the inelastic range of demand)
divided by prices of durables (relatively elastic) forms a series that
leads the turning points in general business activity; (2) this change
in relative prices may cause the propensity to consume to shift in the
same direction; (3) the shift in the propensity to consume causes a
shift in the same direction of general economic activity; (4) there-
fore, changes in relative prices may be a contributing factor in the
fluctuation of general business activity.

The derivation of policy implications from this analysis is a task
that warrants extreme caution.20 It is worth restating that the rela-
tionships described in this paper may be relatively trivial as causative
forces in any specific empirical situation. Indeed, this would usually
be the case in my judgment, so that elaborate or radical policy meas-
uires would not be justified by these relationships alone. Also,it should
be observed that regulation of the variables involved in this analysis
by any agency except an impersonal market would be in conflict with
the efficient operation of an enterprise economic system. That is, by
and large in our economy, prices allocate resources and distribute in-
come. Thus, if any agency obtains control over prices, it also con-
tains control over the allocation of resources and the distribution of
income. This might increase economic stability, but it would be at the
expense of a -wise use of our resources and possibly of choicemaking
in the economic and political spheres. The following comments are
made in the context of these considerations.

In my view, there are two situations in which this analysis might
be used as a basis for deriving policy: (1) where these relationships
are critical in a specific empirical situation (which is not very likely);
(2) where the derived policy is consistent with that implied by the
analysis of other factors in the business cycle, so that the policy is
reinforced by other (and probably more important) considerations.

For example, one policy implication would be to prevent the rise of
prices in the elastic range of their respective demand curves during the
final stages of prosperity, since this probably contributes to the upper
turning point. To the extent that such prices are administered by
monopolistic or oligopolistic firms, the policy would be consistent with

' A. H. Hansen, Business cycles and National Income (New York, 1951), p. 172.
18 . Cassel. Theory of Social Economy (New York, 1932), p. 596.
19 For other studies of causes and effects of shifts in the propensity to consume, see, for

example: J. S. Duespnberry. Income. Savings. and the Theorv of Consumer Behavior
(Cambridge. 1949). F. Mlodigliani, Fluctuations in the Snvlngs-Tneome Ratio: A Prohlem
In Economic Forecasting. Studies in Income and Wealth, vol. XI (New York, 1949).
M. Friedman, The Theory of the Consumption Function (Princeton, 1957). R. Ferber,
A Study of Aegrecate Consumption Functions (New York. 1953).

I Prof. J. H. Williams has observed, with characteristic wisdom: "But I will say that
I think the most dangerous pollcymaker Is the man who knows the answer. because he
feels he can take It literally from his theory," American Economic Review, March 1952.
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that derived from the analysis of resource allocation, and would seem
appropriate (after all, one agency other than an impersonal market
that may control prices is a powerful business firm).

Another example pertains to taxes. I have endeavored to explain
how price-induced shifts in the propensity to consume might be a con-
tributing factor in the business cycle. Such shifts may be offset by
altering the tax structure. That is, a reduction in taxes would increase
the propensity to consume. This action ienight be employed to counter-
act a price-induced decrease in the propensity to consume. The re-
verse analysis also is appropriate. If price-induced increases in the
propensity to consume are a pertinent factor during a period of in-

ation such increases could be offset by higher taxes. In this case,
this analysis would reinforce the tax policy implications of income
theory.



RETAIL PRICE POLICIES

Stanley C. Hollander, Michigan State University

THE IMPORTANCE OF RETAILING

A very few simple statistics suggest the importance of retailing
and therefore of retailers' price policies, in the total economy. n
1954 slightly over 1,700,000 retail establishments had sales of about
$170 billion.' Barger has estimated that between 75 and 80 ercent
of all finished goods produced in this country normally reaci their
final markets through retail outlets, and that the value added by re-
tailing has constituted somewhere between 27 and 30 percent of the
final price of all goods retailed.2

Since the costs and margins of retailing represent such a substantial
share of the final prices of all consumer goods, retailers' price de-
cisions and pricing methods should, and probably do, constitute a sub-
stantial portion of the total price influence upon the overall economy.
Yet retail (and wholesale) pricing has received far less scientific study
and analysis than have price questions at manufacturing, extractive,
and agricultural levels. The safest generalization that can be offered
is that our ignorance far exceeds our knowledge of price behavior.
Many factors often mentioned as explanations for this lack of atten-
tion lie outside the scope of this paper, but we should look at at least
three conditions affecting the study of retail price behavior. These
three are (1) the heterogeneity of retailing, (2) the fictitious nature
of some retail price data, and (3) the relationships between retail
prices and retail price making authority.

THE HETEROGENEITY OF RETAILING

Often it seems convenient to speak of "the retailer," or of "retail-
ing" as an entity. It may also be extremely misleading. Merchants
differ in size, in capitalization, in commodities handled, in organiza-
tion structure, in customer appeals, in expense rates, in unit of sale,
in competitive pressure, and in motivations. Conceivably all of these
factors could affect the pricing strategies used, and all of the varia-
tions could weaken the strength of any generalization. At the same
time, this very heterogeneity provides a marvelous opportunity for
research to determine the influence of particular variables or combina-
tions of variables upon actual practice. We need many more studies
of differential behavior under differential internal and market condi-
tions.

11954 Census of Business, Census of Retail Trade, Bulletin R-2-4, p. 1.
2 Harold Barger, Distribution's Place In the American Economy Since 1869 (Princeton,

Princeton University Press, 1955) pp 22-25 57-60. A number of definitional questions
(e. g., should restaurants be classified as food processors or as food retailers?), technical
estimating problems, and year to year variations affect the exact size of these figures with-
out materially altering their general magnitude.
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THE FICTITIOUS NATURE OF SOME RETAIL PRICE DATA

Although the United States is often regarded as the "home of the
'one-price' system" in retailing, actual practice indicates the presence
of some noticeable deviations. "Discount buying," as the term is popu-
larly used, covers a wide range of practices including: bargaining and
haggling over prices (and perhaps, more commonly, trade-in allow-
ances) ; rebates to favored customers (the "under-the-canopy" discount
in the gasoline trade ); employee, professional, club and group dis-
counts offered by conventional retail stores (and leakage of discount
privileges to supposedly ineligible customers) ; buying leagues; club
merchandising plans and "wholesale-retail catalog jewelry" opera-
tions; employer-purchasing for employees; "backdoor" selling to con-
sumers by manufacturers and wholesalers; discount house operations;
and the like.'

In fact, the deviations are so many and so diverse that rigorous defi-
nition of such common terms as "discount house" and "discount sell-
ing" inevitably involves a highly arbitrary and selective process.
Most sales, especially of low priced, mass merchandised items, are
made on a "one-price" basis, but the deviations are serious enough to
weaken the value of announced prices for some types of price study.

RELATIONSHIPS BETWEEN RETAIL PRICES AND RETAIL PRICE MAKING

AUTHORITY

The area of retailers' price discretion is not codeterminate with total
retail margins. Some retail prices, for example, are the results of
decisions made at other levels, and in this sense, the retailer's influence
is smaller than his margin would indicate. Conversely, one could
argue conceptually that existing retail prices imply at least implicit
rejection of an infinite range of potential (even if extremely unlikely)
prices, and thlat conequntl the_4-_ area of_ _ealXcsom~kn ad~lbi 011db Uq1~3UUM1U1VY Uilu al ua UvL lu1dt ULt 1111cn1I a

exceeds the range of current price tags. However the problem usually
presents itself to the retailer (and to the economist) as one of inhibi-
tions upon retailer discretion. Some of the more important limita-
tions are noted below.
(1) Government

In peacetime the United States Government and subordinate juris-
dictions do very little direct retail price fixing, except for the relatively
inconsequential volume of goods for which Government acts as a
retailer; e. g., liquor sales by State stores and the operations of post
exchanges. Government control of public utility and quasi-public
utility prices charged consumers by transportation agencies, water-
and power-plants, and banks are outside the scope of this paper. Es-
tablishment of retail fluid-milk prices under milk-marketing orders
probably represents the most significant peacetime example of direct
governmental retail price setting. Except for some relatively minor
local monopolies resulting from application of zoning ordinances, and
the special cases of alcoholic, pharmaceutical, and optical goods retail-
ing, Government exerts little influence on retail pricing through
restriction of entry.

I. Till, The Fiction of the Quoted Price, 4 Law and Contemporary Problems (June
1937), 363-374; S. C. Hollander, The One-Price System-Fact or Fiction, 31 Journal of
Retailing (Fall, 1955), 127-144.
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Governmental influence becomes more important, even though less
clear cut, through such indirect activities as the establishment of excise
and sales taxes which alter the final pattern of total charges facing
customers. About 30 States have Unfair Practices Acts, laws pro-
hibiting retail sales of merchandise at prices lower than acquisition
cost (or acquisition cost plus some minimum markup) except under
specified distress conditions. These laws are extremely difficult of
enforcement, and probably are applied with less than equal rigor in all
jurisdictions, and with extreme determination in none.4 Nevertheless
the laws probably tend to limit one extreme of the range of potential
prices available at any one time. Federal antitrust statutes also place
some actual or potential limit upon chainstore pricing, as evidenced
by several important cases in the food field in recent decades.

(2) Suppliers
Manufacturers and wholesalers may absorb part or all of the re-

tail price-determination function under one of several different ar-
rangements. Resale price maintenance, often called "fair trade," is
the particular arrangement that has attracted most attention in re-
cent years. Pursuant to the exceptions to the antitrust laws created by
the Miller-Tydings Enabling Act and the McGuire Act, a number
of States permit manufacturers located outside their borders to es-
tablish the minimum prices that dealers within the State are to charge
on consumer sales.5 In general, enforcement of the minimum prices,
which is largely in the hands of the manufacturers, has tended to break
down in the sale of such items as electrical appliances, fountain pens,
phonograph records, and photographic equipment. On the other
hand, price maintenance seems to have provided a relatively tight con-
trol over the prices of packaged drug and cosmetic items, and of books.
Little information exists concerning its success in such fields as men's
furnishings, where it is used by only a small portion of all manu-
facturers.

One competent researcher, using the consumer diary records of
a marketing research service, has reported fairly widespread viola-
tions of established minimums in the sale of toothpaste and similar
merchandise,6 but a more recent and more extensive study has indi-
cated a considerably higher degree of compliance.7 The reasons for
the differences in degree of control obtained by resale price maintenance
are not completely certain, but are likely to be found in part in con-
siderations of market structure and in part in the nature of the com-
modities handled. We will return to this question later. The exact
effect of resale price maintenance upon the level of prices has been
the subject of considerable controversy, and no precise measures are

'See R. H. Lovell, Sales Below Cost Prohibitions, Private Price Fixing Under State
Law, 57 Yale Law Journal 391-425: Prohibiting Price Discrimination and Sales Below
Costs-The State Unfair Practices Acts, 32 Illinois Law Review 816-852: H. F. 'Taggart,
The Cost Principle in Minimum Price Regulation (Ann Arbor. Michigan Business Studies,
vol. 8, No. 3), 1938, J. E. Thatcher, Constitutionality of the Unfair Practices Acts, 30
Minnesota Law Review 559-584.

5 At the present time the resale price maintenance situation is extremely fluid: the prac-
tice having been upheld by courts of final jurisdiction In a number of States, invalidated In
a number of others, and awaiting final test in still more. The U. S. Supreme Court has
provided no explicit ruling on the legality of resale price maintenance under the McGuire
Act.

aW. S. Bowman, Prerequisites and Effects of Resale Price Maintenance, 22 University of
Chicago Law Review 825-873.

'R. H. Oakes, Resale Price Maintenance In Chicago 1953-55, 30 Journal of Business
(April 1957). 109-130.
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available.8 However most disinterested observers seem to believe
that fair trade has tended to narrow the range and raise the average
level of prices. Probably at no time have more than 5 to 10 percent of
all goods retailed in this country been subject to fair trade.

A wide range of pricemaking activities of varying impact may be
summarized under the head of manufacturers' (and wholesalers')
"suggested" and "recommended" prices.9 These practices include
preticketing or preinarking the goods with the final consumer price,
advertising retail prices to consumers, publishing price lists, and re-
fusing to sell to retailers who may, or have, cut prices.I0 The degree
of compliance obtained probably depends upon several factors includ-
ing (1) the extent to which the suggested price coincides with ordeviates from the price the retailer would have used in the absence
of any suggestion, (2) the extent to which the manufacturer really
cares whether the retailer observes the suggested price, (3) the degree
of retailer dependency upon the supplier for desired merchandise,
and (4) the intimacy of contact between manufacturer and retailer.
(Typically long channels of distribution involving many intermedi-
aries complicate control problems, short channels simplify them.)
However, marketing literature contains practically no studies of theextent and nature of the control obtained through price suggestions
and recommendations.

A high degree of control over retail price may be obtained by con-
signment selling. The manufacturers or wholesaler retains owner-
ship of the goods until final sale to the consumer, and the retailer
merely acts as an agent in arranging the transaction. Consignment
plans have been used in a number of cases for a number of reasons,
notably for many years in the retail distribution of electric light bulbs.
However the administrative, legal, financial, and tax problems of con-signment selling usually prove overly burdensome, and this type of
selling is of marked significance only in a few fields such as the retail
distribution of bread and magazines. Some fields, notably food andhardware retailing, have been highly receptive to so-called voluntary
chain arrangements under which independent merchants affiliate withsponsoring wholesalers. In 1953,- for example, about one-third of all
independent grocery stores belonged to voluntaries; and these stores
had sales of about $12.3 billion as contrasted with the $9.9 billion
done by the twice as many unaffiliated outlets." Voluntary chainshave been considerably less significant in other fields, but their fun-damental nature is not too dissimilar. from manufacturer-sponsored
franchising plans in gasoline, automobile, farm machinery, and
service trades. The closeness of control, relative power position
between franchisor and franchisee, and degree of sponsor interest in
retail prices varies greatly from case to case. Nevertheless, the fran-

8See M. Frankel, 'The Effects of Fair Trade; Fact and Fiction in the Statistical Findings,
28 Journal of Business (July 1955), 182-194.u "The manager of a hardware store makes little effort to divide his Inventory into a largenumber of margin groups for pricing purposes. 'The customary practice is to use the manu-facturers' list prices as selling prices." F. A. Wingate, A Study of Price Formation at theRetail Level With Special Reference to Syracuse, N. Y. (unpublished doctor of philosophydissertation, the Ohio State University. 1950), p. 131. See F. Hall & A. L. Seelye, VerticalPrice Fixing in Texas, 35 Texas Law Review (June 1957) 772-811 for an indication of therange of "price suggestion" practices coming before the courts in one State.10 Publcizing retail prices and premarking may actually encourage price cutting byproviding the retailer with dramatic and convincing evidence of the price cut.

U E. H. Lewis, Comeback of the Wholesaler, 33 Harvard Business Review (November-
October 1955), 120.
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chise and voluntary chain arrangements do provide situations in
which the pricing suggestions of a central authority may receive
considerable attention.

Some retailing is done by manufacturers themselves. While this
constitutes a small percentage of all retail business, it, of course, does
provide situations in which retail piices are determined by manu-
facturers. In spite of the many examples that can be cited of all
types of manufacturer-dominated operations, they probably are less

significant in total retail price determination than are the sugges-
tions, recommendations, and controls offered to more or less independ-
ent retailers.
(3) Horizontal price fixing

It is very difficult to measure the amount and extent of horizontal
price fixing, either through direct collusive agreements among retail-
ers or through the intervention of third parties such as retail trade
associations. For obvious reasons, such agreements usually are not
well publicized (although there have been some rather interesting

exceptions in the retail gasoline trades). Retail price setting often
appears as a matter of local interest, and the attitudes of various juris-

dictions toward such matters vary greatly. Purely local actions are
not widely reported.

Consequently no exact information is available on collusion in retail
pricing, but 1 or 2 observations can be made. The closeness of contact
between individual merchants in many communities (especially in

smaller towns and neighborhood shopping centers), and the availabil-
ity of many strong retail trade associations would seem to provide
conditions under which collusion could occur. On the other hand, the
ease of entry into the retail business, the large numbers of firms that
would have to be enlisted in any collusive scheme, the diversity of
retail interests centering around the pricing of any one conunodity
(service stores versus nonservice stores, chain versus independent),
and the overlapping of commodity groups (note the number of items
retailed by two or more types of retailers such as grocerv, drug, hard-
ware, variety, and department stores); all provide classic conditions
working against collusion. Although the subject merits further
study, retailing would seem to be a field little affected by explicit
horizontal price agreement.

The phenomenon of price leadership under which all or most sellers
follow the prices set by one or more '[leader" firms, is more complex
and harder to evaluate than ordinary horizontal price collusion. It
may represent a tacit understanding to avoid price competition, or it
may represent a purely competitive response to the actions of a strong

competitor. Cassady and Jones found it possible to identify the lead-
ers (in the sense of being the first firms to post new prices) for most of

some 82 price changes in the Los Angeles retail gasoline market be-
tween 1923 and 1949.12 A Government handbook suggests that small
retailers may be able to obtain guides to price decisions by watching
syndicate stores and mail-order houses.13 The extent, nature, and

l: R. Cassady, Jr., and W. Jones, The Nature of Competition in Gasoline Distribution at
the Retail Level (Berkeley and Los Angeles, University of California Press, 1951), pp.
177-178.

" Establishing and Operating a Variety and General Merchandise Store (Washington,
U. S. Government Printing Office, 1946), p. 153.
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motivation of most retail price leadership remains unknown. How-
ever it must be said that the institutional factors working against
direct collusion also tend to work against collusive types of price lead-
ership and followership.

(4) Others
Conscious and overt control of retail prices by other groups call

probably be dismissed in fairly cavalier fashion. Consumer coopera-
tives have never been major factors in American retail trade, and con-
sumer groups have little direct influence upon retail prices. (This is,.
of course, entirely aside and apart from the influence resulting from
retailers' judgments of individual consumers' willingness or unwill-
ingness to buy at given prices.)

By and large retailing is nonunionized. Less than 7 percent of all
retail workers are subject to collective bargaining contracts.1 4 More-
over a substantial portion of this group belongs to weak unions that
have relatively little strength, even in wage and hour bargaining.
Consequently union interference in retail employer price practices
may be regarded as the exception, rather than the rule.15

About 107 United States cities have local better business bureaus.
(under business sponsorship) to combat misrepresentation in the re-
tail and service trades and to provide consumer protection against.
fraudulent schemes. Officially, and as a general rule, the bureaus
have no interest in price per se. However some price influences may
result from such activities as the recent campaign against the adver-
tising of false and misleading comparative prices."6

(5) Extensions of inifuence
So far, we have looked at restrictions upon the retailer's pricemaking

authority. At the same time we can also see retail influences extend-
ing back via several approaches into wholesale and manufacturing
levels. Just as some manufacturers have integrated forward into re-
tailing, so too hlave some retailers integrated back into manufacturing,
although the total volume involved probably is not large. Some large-
scale retailers exercise considerable control over the manufacturing
processes and costs of some vendors operating under various types of
supply contracts." And most important of all, manufacturers' and
wholesalers' prices in many lines have to be set so as to accord with
prevailing retail margins and/or price lines.

CENTRALIZATION VERSUS DECENTRALIZATION OF PRICING

In most small retail businesses (the great majority of all retail
outlets) all decision making is concentrated in the hands of the
owner(s) or manager(s). Consequently whatever pricing decisions
have to be reached are made by the operating proprietors:

The vast number of price and merchandise decisions needed in
larger retail organizations usually requires some delegation of the

14 M. S. Estey, Patterns of Union Membership In, the Retail Trades, Industrial and Labor
Relations Review (July 1955), p. 562.

15 Some interesting exceptions in the service trades have been cited by W. F. Brown and
R. Cassady, Jr., Guild Pricing in the Service Trades, 61 Quarterly Journal of Economics
(February 1947). pp. 311-328.

16 That is, claims that an item now 'on sale" has been reduced from some fictitious
price, or that it "usually" or 'regularly" sells for such a fictitious higher figure.

TW. T. Kelley, Specification Buying by the Large-Scale Retailer, 18 Journal of Market-
ing, pp. 255-265.
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pricemaking function. Generally purchasing, pricing (and often,
overall sales) responsibility is assigned to commodity specialists,
called "merchandisers" or "buyers." A very large department store,
for example, may have a hundred such 'buyers" or "department
heads" for its different commodity departments. Chain organizations
usually need fewer buyers than do department stores of equal sales
volume, since the chain buyer usually concentrates on purchasing and
pricing matters, and has no responsibility for operating practices on
the selling floors. The buyer, or department head, may find his pric-
ing authority limited by the need for approval from a superior exec-
utive (e. g.; a "merchandise manager"), or a buying committee, but
the basic responsibility will be his. However top management com-
monly sets departmental price and profit goals for the individual
buyers.

Decentralization of pricing is the exception rather than the rule.
Chain organizations sometimes allow store managers (or district
managers) to vary prices to meet local demand and competitive con-
ditions. Managers of individual stores usually must be allowed to
determine at least some of their own markdowns (or price reductions)
to dispose of damaged, perishing, or obsolescent merchandise. One
study has noted, however, that department heads in department stores
may find the elaborate procedures established for the control of mark-
downs serving as a hindrance to needed price adjustments.' Consid-
erable debate exists over both the social and commercial merits of
chain store geographic price rigidity resulting from centralization of
pricing authority.

In some cases where bargaining and haggling are customary, e. g.,
used car lots and some types of furniture stores, pricing authority may
be delegated to the individual salesman, or at least to senior salesmen
(often called "turnover men"). In such cases, top management usually
sets minimum limits for the salesmen.

DOLLAR MARGINS VERSUS PERCENTAGE 3MARGINS

One of the most significant figures in judging retail operations and
in determining retail prices is the margin (sometimes called "markup"
or "markon"), i. e., the difference between acquisition cost and selling
price. (Considerable controversy exists as to whether retailers do, and
should, think in terms of dollar margins or percentage margins. The
first type of thinking may be exemplified by a desire "to make 36 per-
cent on each item"; the second by a desire "to make $10 on each unit
sold." 15 In either case, the total of all margins received must be large
enough to cover the costs of the business, but the differences in approach
could have considerable price and policy repercussions.

The constant application of a percentage margin would, for example,
result in retail price movements of equal percentage magnitude and

"s R. Al. Alt, Department Store Price Policies, unpublished doctor of philosophy disserta-
tion, Harvard University, 1946.

'D Percentage margins may be expressed as a percent of either cost or selling price. The
latter base has become the more common under modern practice for computational and con-
trol purposes. However, the choice of base in this sense has little effect on price decisions,
so long as the particular percentage desired is adjusted to take account of the fact that the
cost base is smaller, and therefore requires a larger percentage, than the retail base. For
example, a margin of 50 percent on cost gives exactly the same result as a margin of 33%
percent on retail price. Conversion tables for shifting from one base to the other are
widely distributed and available to most merchants.
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greater dollar magnitude than wholesale cost movements. Constant
percentage margins also result in relatively higher dollar margins
on expensive items than on inexpensive ones.

The arguments advanced for using the percentage approach rest
upon two premises. One is that many operating costs, such as dollar
investment in stock, dangers of markdowns, and amount of sales ef-
fort required, tend to vary directly with the price of the goods. The
other argument is that purAhasers of expensive items are usually will-
ing to pay for higher markups than are the bargain customers. 2

Department stores have usually been considered as prime exponents
of the margin approach.2 ' The extent to which department store buy-
ers actually use a flat percentage margin can be determined only
through examination of individual item price decisions.22 However
departmental margins obtained in department stores do show a very
strong tendency to cluster around central figures. Thus, out of 160
departments in department stores of the largest size bracket covered
by the controllers' congress 1956 survey, 90 showed "typical" (really
national modal) cumulative markons ranging between 37.0 and 40.9
percent, and the same number had maintained gross margins (cumu-
lative markon adjusted for markdowns, stock shortages, workroom
costs, and cash discounts received) in the same range.2 3 The degree
of concentration -would have been even higher if home furnishings
departments had been removed from consideration.

Recently considerable interest has been expressed in department store
circles over an approach known as Merchandise Management Account-
ing, which-
is premised upon the simple determination of an item's probable profits (in
dollars and percents) at various levels of markup in advance of a decision to
buy. * * * It results in a shift in buying emphasis from item gross margins to a
more significant level-item profitability."4

Some students of retailing believe that the percentage margin approach
has disadvantaged department stores in selling relatively high-priced
merchandise, such as electrical appliances; and that merchandise man-
agement accounting will make department stores more competitive
with discount houses, presumably traditional believers in the dollar
approach. By placing greater emphasis upon item marginal (or
"extra") costs the new technique may tend to stress volume consid-
erations rather than high unit gross margin.

Grocers. on the other hand, are often described as primarily inter-
ested in dollar margins. An extremely interesting and recent study
of detailed price behavior in six Super-Valu grocery stores (units of
a midwestern voluntary chain) conducted by Progressive Grocer maga-
zine, contains this statement:
* * * Food retailers long ago recognized the equal importance of dollar profits
when evaluating percent margins. They operate on the theory that if they worry
about the dollars, the percents will take care of themselves * * *.

20 See, J. W. Wingate and E. 0. Schaller, Techniques of Retail Merchandising (Nelv York.
Prentice-Hall, Inc., 1950), pp. 141-148.

n Cf. P. Bliss, Price Determination at the Department Store Level," 17 Journal of Mar-
keting (July 1952), pp. 37-46.

22 The price eharts filed with OPA probably would constitute fairly s5atisfactory raw data
for such a study, in spite of the distortions caused by price control and wartime conditions.

25 M. 0. R. 1957 (New York, Controllers' Congress, National Retail Dry Goods Associa-
tion, 1957).

2t Ibid., pp. XXIII-XXIV. Also see Al. P. McNair and E. G. May, Pricing for Profit. :-5
Harvard Business Review (May-June 1957), pp. 105-122.
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[In the stores studied there were 150 items that carried a margin of 10 percent
or less on sales.] These items on the average earn more than twice as many
dollars per item as the average of all items with higher margins. The 150 items
which carry a 10-percent gross profit or less earn an average gross profit of $1.14
per week [per item per store], while the 4,325 remaining items which carry over
10-percent gross profit average only 48 cents gross profit per week."

The closest correlation developed in the Super-Valu study seems
to be between linear feet of space occupied by each of some 40 grocery
)roduct groups and the dollar margin realized on each group.2 6

Presumably, however, this correlation is due to decisions concerning
space allocation as much as, or more than, decisions concerning prices.
Detailed analysis of item price behavior, particularly in response to
cost changes, seems needed to determine all the effects of the dollar
margin approach. Regardless of the basic approach taken, most price
decisions have to be modified or adjusted by some of the factors
discussed below.

FACTORS INFLUENCING PRICE DECISIONS

Some retail prices are, as we have noted, determined by nonretailers.
At times it seems difficult to locate the factors (aside from general
considerations of desired dollar or percentage margin) governing
retailers' exact decisions on the remaining prices. One student has
reported:

Many of the [retailers] interviewed were not able to explain how they reached
decisions on pricing questions. Their approach to price determination is almost
intuitive.'

Yet, intuitively, we can all sense the appearance of some semblance
of order and pattern in retail prices; quite clearly they are not random
results of pure chance. G. Zipf has subjected the prices set by one
large retailer to rather sophisticated analysis, and has noted pro-
nounced regularities.2s Ralph Cassady has argued that retail gasoline
price behavior can be explained through observation of market con-
ditions.2 9 Rather general agreement seems to obtain that the following
factors are likely to induce and explain much retail pricing. The
difficult thing seems to be determination of the relative importance of
each consideration under any given set of circumstances.
(1) Basic price policy

This is perhaps most likely to enter into the determination of the
magnitude of the desired basic margin. Retailers do have to decide
whether to emphasize price appeals in their business, or whether to
try to draw trade on some other basis. Retailing texts usually describe
the problem as one of deciding whether to sell "below, at, or above, the
market" (i. e., the general range of competitive firms) and note that
most merchants have to price "at the market."

(2) Cownpetitive pressure

Economists have ventured into considerable debate over the extent
to which retailing accords with the classical model of a competitive

u Super Vlai Study (New York. Progressive Grocer, 1958). p. 5-5. An item is defined
as one size of one brand of one product.

C Ibid., p. S-54.
21 Wingate. op. cit.. p). 47.
- Quantitative Analysis of Sears. Roebuck & Co.'s Catalog. Journal of Marketing (July

-v Priet Making anid Price Behavior in the Petroleum Industry (New Haven, Yale Uni-
verity Pr.Ms. 19.54 i. pp. 240-241.
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world: i. e., many sellers, many buyers, no significant differentiation
of sellers and consequently random matching of buyers and sellers, a
high degree of price knowledge, no restrictions on price movements,
and strong economic motivation on the part of both buyers and sellers.

The heterogeneity of retailing, of course, clouds the picture. One
can easily conceive of special situations in which a retailer is vested
with unusual monopoly power, perhaps by location or by special
prestige. The few service stations permitted on limited access toll
turnpikes would be an example of such special locational advantage.
Some economists are convinced, however, that this is only one in-
stance of the general imperfection of retail competitions A crude
summary of their reasoning and predictions follows:

(a) Each retailer, by virtue of his unique location and through
product and service differentiation, enjoys some degree of monop-
oly power.

(b) This leads to quasi-monopolistic pricing, and to operation
at less than optimal scale. Retail rents reflect the monopolistic
factor.

(c) Monopolistic conditiohs, including the failure of retail
prices to follow wholesale prices, widen retail margins at times,
thereby attracting additional sellers, dividing up the market into
smaller segments, and reducing operations further below optimal.

(d) The multiplicity of sellers forces heavy emphasis upon sell-
ing and promotional costs.

In practice, the emphasis upon promotional costs has not developed.
Even department store advertising and promotional expense usually
averages little more than one-half markdown expense. Personal sales-
manship is not being intensified, and the great majority of retailers do
little or no advertising.

Rising price levels and the relatively full emnlovment conditions
of recent years may constitute the real explanation for the nonrealiza-
tion of another part of the forecast. However, during the last 25
-years the retail market has not been sliced up into the predicted smaller
and smaller segments served by retailers of increasing suboptimality,
requiring higher and higher percentage margins.

Moreover, Barger's study, cited earlier, noted an amazing stability
in the sum of retail and wholesale margins through recent years:

Since World War I, for all finished goods and construction material sold at
retail, retailers and wholesalers have together obtained with remarkable regu-
larity around 37 cents of each dollar of retail value.'

Studies of retail occupancy costs seem to show the predicted spatial
monopoly factors.3 2 However, attempts to measure the degree of im-
perfection through observation of retail price patterns have been less
successful. First of all, we often do not know what those patterns are,
and second, their significance is not always clear when we do find them.
Given existing variations in retail service and location, is price uni-
formity between stores a sign of competition or of market imperfec-
tion ? What are more significant-the prices charged for individual

31 E. g., K. W. Rothschild, Price Theory and Oligopoly, Economic Journal (September
1947).

31 Op. cit., pp. IX, X.
32 E. Burnham, The Department Store in Its Community, 18 Harvard Business Review

(sumner. 1940). pp. 455-471: R. Bellamy, Size and Success in Retail Distribution, 8 Oxford
University Institute of Statistics Bulletin (October 1946).
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items, or the costs of a "market basket" of assorted goods in various
stores? (Studies of grocery store prices often indicate greater dis-
crepancy between item prices than between bundle prices, as one
store's reduction on one commodity is offset by another's reduction on a
second item.)

At least one study (of possibily limited applicability) is available
for an English city indicating that produce retailing there showed
few signs of the spatial monopoly factors predicted by British econo-
mists.33 In this country, the Bureau of Labor Statistics has found
that retail price movements are rarely affected by urban locational
factors-at least in the case of so-called "shopping goods." - Con-
ceivably, competitive forces may not affect items bought in routine
fashion the same way they do shopping goods (which by definition
are purchased under conditions of consumer willingness to invest con-
siderable time and money in the transaction). A recent French study
using several interesting analytical techniques arrived at just such a
conclusion: That the markets for "occasional (i. e., shopping) goods"
were far less imperfect than those for "current (i. e., convenience)
goods." - The difficulty of enforcing resale price maintenance in the
marketing of electrical appliances, as contrasted with the relative ease
in application in the drug and cosmetic trade, probably can be attrib-
uted in part to this distinction between shopping and convenience
items.36 Yet the evidence of this distinction is by no means conclu-
sive: Price advertising seems to dominate sales promotion in the gro-
cery field, price wars seem to break out in the gasoline field as fre-
quently as anywhere else, and as Hood and Yamey have pointed out,
convenience goods retailers (who presumably would be the ones most
protected by spatial monopolies) have been the most ardent advocates
of various types of legislative price protection. 37

(3) Costs
Cost considerations enter into a discussion of retail pricing in sev-

eral ways. As noted, the belief is sometimes expressed that the im-
perfections of the retail market encourage the existence of relatively
inefficient firms. Most retail industry cost surveys available for pub-
lic consumption, such as those compiled by trade associations, show
only industrywide average cost figures and permit of no judgments
as to efficiency or inefficiency. More studies of cost dispersion are
needed.38 However, available information on cost dispersions cer-
tainly hints that at least some firms are not operating at the optimal
scale, even after making allowances for possible variations in services
and amenities offered. Analysts are not agreed on the shape of the
cost curves for each retail industry, although the suspicion generally

as G. R. Allen and M. E. E. Rutherford, Fruit and Vegetable Prices in a Large City,
2 Journal of Industrial Economics August 1954), 221-225.

" Average Retail Prices: Collection and calculation Techniques and Problems (Bulletin
1182, Bureau of Labor Statistics. 1955). P. 16.

3 J. Aubert-Krler, Monopolistic and Imperfect competition in the Retail Trade, in E. H.
Chamberlin (ed.), Monopoly and Competition and Their Regulation (London, Macmillan,
1954).

" Differences in the solidarity of the distributive trades, in manufacturer Interests, and
In buying motives, also must be credited with considerable portions of the differences in
results.

37 J. Hood and B. S. Yamey, Imperfect competition in Retail Trade, 18 Economlca (N. S.)
(My1951), 119-137.

1 1 The heterogeneity of retailers (even within a single trade such as "hardware") of
operating methods and of accounting techniques impose Herculean difficulties upon indus-
trywide cost studies.
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seems to be that fewer, and larger, outlets would lower retailing
costs.39

So far we have been looking at reported cost rates as a possible meas-
ure of competitive influences on prices and services. Cost may, how-
ever, have a more direct bearing on pricing. A retailer can stay in
business without recovering operating costs (or even acquisition costs)
on every item or in every transaction. However, overtime, his total
margins must at least cover his out-of-pocket costs if he is to stay in
business, and presumably his price decisions will reflect, among other
things, his cost experience and anticipations.40 Moreover, retailers
often claim that, all other things being equal, items involving high
handling costs (including the danger of serious spoilage or fashion
obsolescence) receive higher markups than low-cost items. If this is
true, the questions of cost determination and allocation become crucial.
There is room for considerable study, for example, of the ways in
which retailers handle inbound shipping charges and their influence
on pricing. A pertinent question would seem to be: To what extent are
those charges treated as costs of doing business, and consequently aver-
aged out over all the items in a store or a department, and to what
extent are they treated as acquisition costs of individual commodities?
Similar questions arise with regard to the influence of such operating
characteristics as the space required by individual items (an impor-
tant consideration in grocery retailing today) or the rate of turnover
of individual commodities.

The influence of handling costs on prices is vitiated by the fact that
many retailing costs often appear as the "common" or "joint" costs of
running a store, rather than as individual item costs. "Specific han-
dling cost have little bearing on the determination of markup ratios.
Even the large [grocery] chains have never attempted to make exten-
sive studies of the distribution costs allocable to individual items or
classes of items." 41 Merchalndise Management Accounting, discussed
above, on the other hand, rests upon the assumption that relationships
between individual items and retail operating costs can be identified
sufficiently clearly to serve as managerial guides.

A related pricing problem concerns the method of charging for such
services as delivery, return privileges, clothing alterations, and credit.
The Twentieth Century Fund's committee on distribution, for exam-
ple, recommended that retailers charge separately for these items,
rather than averaging them into general operations. Then, it was
argued, the costs would be borne by those customers who actually used
the service, and consequently would only be used by those who wanted
service enough to pay for it. In turn, this would reduce the total work

39 C. F. Bellamy, op. cit.; Burnham, op. cit.; A. Plant and R. F. Fowler, The Analysis
of Costs of Retail Business, Economica (May 1939)- R. S. Pollard and, J. D. Hughes,
Retailing Costs: Some Comments on the Census of Distribution, 7 Oxford Economic Papers
(N. S.) (February 1955), 71-93:, M. Hall and J. Knapp, Gross Margins and Efficiency
Measurement in Retail Trade, ibid. (October 1955), 312-326; J. Dean and R. W. James,
The Long Run Behavior of Costs in a Chain of Shoe Stores (Chicago, University of Chicago
Press, 1942).

40 Strictly speaking, a rational, economic man would not have to recover invested or sunk
costs to decide to stay in business, although the expectation of such recovery would be
needed to induce new investment. In practice, retailing requires a relatively low capital
investment relative to operating costs and especially relative to sales volume; consequently
the theoretical distinction is not of great importance here.

4 Wingate, op. cit., p. 270. See also, C. H. Sevin, Distribution Cost Analysis (U. S.
Department of Commerce, Economic Series No. 50; Washington, Government Printing
Office, 1946).
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and cost of retailing in our society.42 To some extent the committee's
recommendation has been answered by the development of different
types of stores, offering different bundles of services, and (to some
extent) charging different prices. Separate service charges also seem
to have become somewhat more common in many branches of retailing
since World War II, although no proof of this is at hand. If this
observation is current an interesting question for further study con-
cerns its effects upon the utilization of the separated services.
(4) Demand considerations

A number of interesting phenomena affecting retail pricing can
be grouped together under the general heading of psychological and
demand factors. Most of these considerations probably tend to limit
the flexibility of retail prices in response to minor economic changes.

(a) In a number of fields it has become common practice to group
all retail prices at certain very specific points, often called "price
lines." These price lines may become so well established that manu-
facturers organize themselves to supply particular price points. Simi-
larly merchants will figure back from the retail price tags they intend
to use to determine how much they can pay for an item. In the
women's dress trade, where pricing lining is very common, manufac-
turers tend to become known as producers of "$14.95" or "$19.95"
dresses. Price adjustments are made by varying the materials or
workmanship offered at the set price. The writer s impression, sub-
ject again to no empirical verification, is that price lining has become
somewhat less important under the strains and stresses of wartime
controls and postwar inflation.

(b) Somewhat related to the question of price lines, but tolerating
more flexibility, is the matter of "psychological pricing," or "odd
and even pricing." The use of certain price endings, such as $0.79,
$0.89, $0.95, $0.98, $0.99, is a very common retail practice. Students of
retailing have often debated the sales merits of such endings, as con-
trasted to "even" endings of 50 cents and $1, without coming to any
firm conclusion.43

(c) The way in which the price is stated can be important in some
cases. Some consumers, for example, seem to derive an impression
of a bargain from a high list price reduced by an inflated trade-in
allowance. The giving of trading stamps may prove more effective
than equivalent price reductions. The carpet industry has engaged
in considerable debate over whether retail carpet prices should be
expressed as so much per square yard, or the equivalent amount per
square foot.

(d) Price sometimes appears to the consumer as a guide to value.
Within limits, higher prices may make some items more attractive
than lower prices. Retailers are often advised to avoid pricing their
private brands too far below the going prices for comparable na-
tional brands, lest they give an impression of inferior quality. The
importance of this sort of behavior can easily be exaggerated, how-
ever, and modern writers are beginning to emphasize the rationality
of the consumer.4 4

4' P. W. Stewart and J. F. Dewhurst, Does Distribution Cost Too Much? (New York, the
Twentieth Century Fund, 1939), pp. 351-352.

4oE. Ginsberg, Customary Prices, 26 American Economic Review (June 1936), 296.
4' See. W. Alderson, Marketing Behavior and Executive Action (Homewood, Ill., Richard

D. Irwin, Inc., 1957), ch. VI; R. Cox, Three-in-One Marketing, 34 Harvard Business Review
(November-December 1956), 61-68.
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(e) Finally, prices resulting from rules of thumb (including the
application of uniform markups) must be modified in accordance with
the retailer's judgment of his customers' willingness and ability to pay
specific amounts for specific items. Relatively few attempts to con-
struct formal empirical demand curves (schedules of amounts that
will be taken at various prices) have been made for commodities mov-
ing in retail trade.4 5 Nevertheless it can be argued that many retailers
have, and use, intuitive and rough estimates of their customers' de-
mand schedules at least for general classes of goods. Thus R. Holton,
in an extremely stimulating article, argues that the variations in
supermarket margins for different classes of grocery products are
based upon the operators' estimates of consumer demand functions. 4 6

Low margins are taken on on"staples," which seem to have a highly
elastic demand (i. e., relatively small price changes will induce rela-
tively large changes in the quantity sold), while "luxuries," have rela-
tively inelastic demands and tolerate considerably higher margins.
Holton suggests that this may explain an extremely interesting phe-
nomenon, the movement of drug and cosmetic items from drugstores
into supermarkets without concomitant reductions in margin.

Prof. Bob Holdren of Williams College has sent me part of the first
draft of an unpublished paper, in which he approaches the variation
in margins from a somewhat different, but not totally inconsistent,
point of view. His basic assumption (which has some, but not neces-
sarily conclusive, empirical verification) is that shoppers seek to mini-
mize the time and energy inputs expended on grocery shopping.
Price reductions on certain types of items are likely to persuade cus-
tomers to visit particular stores. (These may be the items on which
consumers are particularly price conscious-probably the ones pur-
chased most frequently, and the ones which serve as the planning
nucleus for shopping trips.) Higher margins can be, and are, taken
on the "impulse" items, which are not central to the consumers' deci-
sion to select one store or another. Both the Holton and ioldren
approaches stress the importance of demand considerations.

MAJOR QUESTIONS FOR FURTHER STUDY

Opportunities for further research have been indicated or implied
in many sections of this paper. We could benefit from increased
knowledge concerning almost every facet of retail price behavior and
price formation. However, three questions seem particularly perti-
nent to the overall concerns of the joint committee.

Lags and rigidities
Does retail pricing, through built-in rigidities and inflexibilities,

reduce the effectiveness of price changes at manufacturing and whole-
sale levels in bringing a out an equilibrium between supply and
demand? Or does retail pricing, through the application of constant
percentage margins to given cost prices, actually magnify the adjust-
ment effects of price changes at prior levels ? 47

Is See, R. H. Whitman, Demand Functions for Merchandise at Retail, in 0. Lange et al
ed.) Studies in MathematiCal Economics and Econometrics in Honor of Henry Schultz
eUniversity of Chicago Press. 1942) for one such attempt.

46 Price Discrimination at Retail; the Supermarket Case, 6 Journal of Industrial Eco-
nomics (October 1957), 61-68.

4T See, G. Tintner, Prices in the Trade Cycle (Vienna, Julins Springer, 1935);, E. Bovet,
L'Organisation Rationelle de la Distribution (Neuchatel, Delachaux et lqestle, 1954).
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A recent comparison of wholesale and retail price indexes, prepared
by two economists of the National Industrial Conference Board, de-
scribes a general similarity of movement over long periods. But,
"while similar for some periods, short term changes in the indexes
diverged considerably in other periods, and in some months even
moved in opposite directions." 48 Part of the discrepancy can be ex-
plained on statistical grounds, since the wholesale index measures a
somewhat different bundle of items than the retail (consumer price)
index and assigns somewhat different weights to the common items.
Another part of the explanation seems to be due to varying lengths of
the trade cycle (period of movement from raw material to retail
counters) for different items. However built-in rigidities in retail
pricing seem, at least to this writer, as another part of the explanation,
and as worthy of further study.
Discrimination and redistribution of income

Holton, in the article cited, argues that the pricing practices he has
noted (low margins on staples, high margins on luxuries) tend to favor
the staples buyer over the luxury buyer, and thus may be presumed to
work a sort of "Robin Hood" effect on the distribution of incomes. The
Twentieth Century Fund Committee on Distribution recommendations
cited above implied that, without differential pricing, customers who
used credit, delivery and exchange privileges did so partly at the ex-
pense of the nonusers. (The effects of services on total store volume
and consequently on unit expense rates were more or less ignored in this
section of the report.) R. E. Dodge, Discount Selling by the "Legiti-
mate" Retailers is simply the latest of a number of reports indicating
that high and medium income consumers make greater use of (and
probably have greater access to) discount purchasing sources than
have low income consumers.49 The choice between dollar and per-
centage margins tends to determine how the costs of retailing are ap-
portioned among purchasers of low- and high-priced items. The
fundamental questions that arise, then, are whether retailing margins
tend to fall regressively, progressively, or in neutral fashion and what
are the consequent effects upon consumption?
Efficiency and stability

M. P. McNair has described a kind of cycle in the life of retail
institutions in the following terms:

An innovator has an idea for a new kind of distributive enterprise * e * he
attracts the public on the basis of the price appeal made possible by the low
operating costs inherent in his innovation * * * he trades up, improves the quality
of his merchandise, improves the appearance and standing of his store, attains
greater respectability * * *. Then comes the period of growth * * *. The ma-
turity phase soon tends to be followed by top heaviness, too great conservatism, a
decline in the rate of return on investment, and eventual vulnerability. Vulnera-
bility to what? Vulnerability to the next revolution of the wheel, to the next
fellow who has a bright idea and who starts his business on a low-cost basis, slip-
ping in under the umbrella the old-line institutions have hoisted.50

43 H. B. Junz and T. R. Gates, Do Retail Prices Follow Wholesale Prices? Vol. 14, The
Conference Board Business Record (June 1957), pp. 269-276. Lagging the retail series by
as much as 3 months did not Improve the correlations.

" Vol. 33. Journal of Retailing (winter 1957), pp. 182-183.
rA Significant Trends and Developments in the Postwar Period In A. B. Smith (ed.) Com-

petitive Distribution in a Free High-Level Economy and Its Implication for the University
(University of Pittsburgh Press, 1958), pp. 17-18.



440 ECONOMIC STABILITY AND GROWTH

Central questions worthy of increased attention are: To what extent
do existing price policies contribute to topheaviness? To what extent
do restrictions on retail pricing hinder the evolutionary process? What
are the net social costs (if any) of pricing innovations?



SOME CHARACTERISTICS AND ECONOMIC EFFECTS OF
PRICING OBJECTIVES IN LARGE CORPORATIONS

Robert F. Lanzillotti, State College of Washington

Over the past decade, there has been a recurring public concern
over our apparent inability to achieve a fully employed economy with
a reasonably stable price level. In the post-World War II period-
at least until fairly recently-this dilemma has been faced at the
public-policy level primarily as a problem in monetary and fiscal poli-
cies. Ever since the thirties, many economists have felt that private
pricing policies of business probably react adversely on business sta-
bility, the level of employment, the pattern of resource allocation, and
efficiency in the use of capital. For the most part, however, public
policies have come to accept industrial pricing as essentially given,
except as it might be modified by the application of the antitrust laws.
The reluctance of the Federal Government to deal more directly with
price behavior is perhaps explained by the apparent ease of relying
upon monetary-fiscal policies to deal with price fluctuations and un-
employment, the lack of general agreement among economists and
public officials of the specific ends and means associated with a program
of direct action, and the relative dearth of detailed information on
pricemaking in industry and its impact on the economy.

The uneasiness associated with persistent inflationary pressures,
with excess capacity, over the past decade suggests that we may be
relying too heavily upon, or perhaps expecting too much from, mone-
tary and fiscal policies. Whatever be the direction of the economy
in the immediate future, at this juncture when reappraisals of the
efficacy of monetary-fiscal measures are being made, it is important
not to neglect consideration of strengthening or implementing means
of influencing competition that may help promote economic growth and
stability.

It seems desirable at the outset of this discussion at least to mention
that the most direct connection between price behavior and the general
behavior of the economy lies in the magnitude of business profits
through the relative effects upon consumer spending on the one hand
and business investment in plant and equipment on the other. It
is not the purpose of this statement to develop these particular rela-
tionships, which are covered elsewhere in this compendium; rather,
it is to examine the nature and probable effects on economic stability
and growth of corporate price and profits policies, and to explore
possible appropriate public policies to help prevent private price poli-
cies from adversely affecting economic stability and growth.

I Part of the data used in this paper Is based upon a forthcoming Brookings Institution
study on Pricing Policies of Large Corporations by A. D. H. Kaplan, Joel B. Dirlam, and
Robert F. Lanzillotti. The interpretations and conclusions are those of the author, and do
not necessarily reflect the views of the Brookings Institution, its staff, or its trustees.
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I. PRICE-POLICY OBJEECTIVES IN INDUSTRY

Rather limited information is available on the process of industrial
pricing, and particularly the nature of corporation objectives or goals
underlying pricing decisions. Many motivations influence corporate
managements-e. g., power, prestige, personal satisfaction, etc.-but
it is safe to assume that income motives dominate pricing policy.
For the most part, economists are inclined to assume that a good basic
working hypothesis is the desire to maximize profits (i. e., accounting
profits in the ordinary business sense) within some given interval
of time. It is easy to assume further that actual profit results rep-
resent the realization of the maximum attainable for the firm, but
such a simplified approach is essentially arid in terms of the insights
it affords to management thinking and policy formation.

Recent studies of pricing policies and practices of large industrial
companies disclose the existence of various well-defined pricing objec-
tives or goals and pricing procedures for appropriate implemention.2

There is now sufficient empirical evidence to conclude tentatively
that pricemaking in industry is based upon the selection of one of
several possible choices of action, and in making a choice manage-
ments base their actions upon what are conceived to be the companies'
particular overall goals or objectives. While some large corporations
appear to have little latitude in selecting a pricing policy in some mar-
kets and at certain times, the prominent corporations in a considerable
percentage of manufacturing industries are to a large degree masters
of their fates, and accordingly are able to adjust their price policy
(and other policies) to the company's raison d'ftre.

Pricing objectives evidently vary from company to company within
a given industry and among different industries. Also, not all price-
making in a single company is ruled by a single policy-multiple ob-
jectives are found in many cases. We can usually say, however, most
large companies have as an objective certain specific long-term goals
other than simply year-to-year survival. The most common type of
objectives of large corporations appear to be- 3

(1) Pricing to achieve a specific long-run target rate of return
on capital investment (including long-term debt) ;

(2) Pricing to stabilize industry prices, margain, and profits;
(3) Pricing to realize a specific target market share or degree
of market ' penetration ;"
(4) Pricing to meet or prevent competition;
(5) Following the price leader.

All of these objectives cannot be developed in detail in the space
available; so attention will be centered on what appears to be the most
prevalent objective, a long-term target rate of return on investment.
Also, even in those cases where one or another of the company objec-
tives are tied more closely to actual pricing decisions, a close inter-

2 See especially the Brookings Institution study cited above; Pricing Policies and Prac-
tices, National Industrial Conference Board (preprint, 1957) hearings before the Joint
Economic Committee of the Congress of the United States. 85th Cong., Ist sess. (January-
February 1957) ; and Administered Prices, hearings before the Subcommittee on the Judi-
ciary, United States Senate, 85th Cong., 1st sees. For a discussion of earlier literature on
the subject, see Richard B. Iefdebower, Full Costs, Cost Changes, and Prices, In Business
Concentration and Price Policy, National Bureau of Economic Research (Princeton, 1955),
pp. 361-96.

8Ibid.
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relationship exists with the desire to match or better the company's
recent or average profit rate. It may not be remiss to assume that
multiple objectives are governing in pricing decisions of large com-
panies-i. e., a combination of target rate of return and other objec-
tives such as target market share and desire to stabilize industry prices.

Il. TARGET RATE OF RETURN PRICING

The National Industrial Conference Board survey of 155 companies
does not indicate the respective frequencies associated with each of the
p ricing objectives cited, except to state that of those having an estab-
lished policy (whether written or not):
Representative is the statement by a vice president of a general industrial ma-
chinery concern that that "the basic policy is to establish prices that will return
a predetermined profit margin applied on a predetermined volume of sales." '

Out of a sample of 20 large industrial corporations in the Brook-
ings study, one-half can be regarded as having their pricing policies
based mainly upon the objective of realizing a particular rate of return
on investment, in a given year, over the long haul, or both.5 In most
cases a target return on investment approach to pricing is regarded
as a long-run objective, i. e., an averaging out of earnings in boom
years and poor years, which appears to be true also of various com-
panies in the N. I. C. survey."

A distinction can be made, however, between those companies that
use a profit target as a rigid and primary guide to pricing and other
firms for which a planned profit rate is used as a benchmark for
products whose prices might otherwise be subject to wide and danger-
ous fluctuations. New products are especially singled out for target-
return pricing, with the predetermined target usually higher than on
established products, at least in the initial years of production. Ma-
ture products (e. g., steel, aluminum, and some chemicals) also are
among those priced on a target rate-of-return basis.

There are good reasons to believe that there is an increasing tend-
ency for large companies to adopt some form of target rate of return
pricing. The reasons for this are:

(1) Large firms say that because of their market position they
must plan ahead for markets, products, and investment expendi-
tures (plus the ability to do so-financial strength and market
position);

(2) A profits target provides a good standard in relation to
the many competing uses for investment funds by many divisions
in the large firm and a good standard for appraising the per-
formance of various divisions and products groups;

(3) The impetus given to return on investment thinking by
"cost-plus-fixed-fee," and other contractual arrangements made
with the Government in the war and postwar period;

Op. cit., P. 3.
f Kaplan et al., op. cit. The companies Included In the study are: Aluminum Company of

America, American Can, A. & P. Tea Co., Du Pont, General Electric, General Foods, General
Motors, Goodyear, Gulf, International Harvester, Johns-Manville, Kennecott Copper, Kroger,
National Steel, Sears, Roebuck. Standard Oil of Indiana, Standard Oil of New Jersey, Swift,
Union Carbide, and United States Steel.

'Op. cit., p. 3.
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(4) The desire to imitate policies of highly successful com-
panies such as General Motors and Du Pont which have used a
profit target basis for pricing for many years, and whose ap-
proach has been copied by other large companies.

The target or planned rate of return on investment may be on a
before or after income tax basis, but typically an after tax target rate
is used. The size of profits targets range from a low of 10 percent to
a high of 20 percent after taxes, or an equivalent before tax target
of approximately 20 to 40 percent. 7

A variety of explanations is given by managements to explain or
justify the particular profit target used as a guide in pricing deci-
sions. The most frequently mentioned explanations are: (a) fair or
reasonable return, (be) the traditional industry concept of a "just" or
"fair" return in relation to risk factors, (c) a desire to equal or better
the corporation average return over a recent period, (d) what the
company feels it can get as a long-run matter, and (e) use of a
specific profit target as a means of stabilizing industry prices. Most
typically the first and second are mentioned, and in some cases the
entire list is offered as justification for the company's profit goal.

Firms that price on the basis of a planned target return on invest-
ment (alone, or in conjunction with a target market share and/or de-
sire to stabilize margins) appear to have these special characteristics:

(1) The number of firms in the industry is typically "few"-in the
economic sense, "oligopolistic;"

(2) They are price leaders in their particular industries;
(3) They sell products in a market or markets that are more or

less protected due to various entry blocks, e. g., large initial capital
investment required, importance of patent or trademarks, and control
of, or at least existence of, a well-established dealer organization;

(4) They are frequently introducing new products or new models,
and following "skimming" price policy (maintaining a selected price
as long as actual or potential competition permits) or a "penetration"
price policy (designed to penetrate mass markets via relatively low
prices);

(5) There is a relatively high capital/sales dollar ratio, and unit
costs (variable or incremental) are relatively stable over rather wide
ranges of output and over relatively longtime intervals. Also, as will
be mentioned below, because of downward rigidity in wage rates and
in the prices of some semifinished materials and intermediate com-
ponents, average full costs are assumed to be relatively rigid over the
course of business fluctuations.

7 See Kaplan, et al., op. cit.
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TABLE I.-Conparison of profit target8 and actual profit8 of 10 large corpora-
tions, 1947-55

Rate of return on
investment after
taxes, 1947-65 I

Company Profit target

Range of Average
returns return

Percent Percent

Aluminum Company of America 20 percent before taxes ------- - 7. 8-18 7 13.8
Dlu Pont ----------------- Specific target not given (estimated to 19. 6-25.9 25.9

bo 20 percent after taxes).
Esso (Standard Oil Company of New Specific target not given (estimated at 12.8-18.9 16.0

Jersey). 10 to 15 percent after taxes).
General Electric -20 percent after taxes- 18.4-26. 6 21.4
General Motors -do - ------------------------- 19.9-37.0 26.0
International Harvester -10 percent after taxes -4.9-11.9 8.9

Johns-Manville -About 15 percent after taxes -10.7-19.6 14.9
Standard Oil Company of Indiana - Specifc target not given -7.9-14. 4 10.4
Union Carbide (') - ------- 13.5-24.3 19.2
United States Steel -8 percent after taxes -7. 6-14.8 10.3

' Federal Trade Commission, "Rates of Return (After Taxes) for Identical Companies in Selected Manu-
facturing Industries, 1940, 1947-55, pp. 230 except for International Harvester, whose rates were com-

puted by tbe author, using the same methods outlined in the Commission report.
'Various profit return ficures were mentioned in discussions with officials of Union Carbide, with

considerable variation among the various divisions and products of the company. No official profit target
was given, but the author estimates the average profit objective of the corporation to be about 35 percent
before taxes or an effective rate after taxes of about 18 percent.

Source: The profit targets are the author's own interpretations, based on work done on the Brookings
Institution study mentioned above.

A comparison of rates of return on investment with profit targets on
investment for 10 large corporations which can be regarded as having
such an objective, shows that over the 9-year period 1947-1955 they
averaged slightly more to substantially more than the profit objective
(with only one exception-International Harvester) see table 1. It

might appear that because of the differences noted the target objec-
tives are really not governing in pricing decisions, or that they repre-
sent nominal company goals. More than likely, however, the diifer-
ences are explained by the additional allowance made in pricing
formulas to compensate for the fact that in this period of generally
rising prices the historical costs did not reflect current replacement
costs of plant and equipment. If an allowance or "adjustment" is
made for the changes in the general level of prices, average actual
rates of return in most cases probably would more closely approxi-
mate the targets. Therefore, it seems reasonable to conclude that
these particular large companies have realized profit rates in relation
to investment that closely conform to their respective profit targets.

Mechanics of target return pricing
A typical approach in target return pricing is the use of a system

of "standard" costs or similar formula for estimating per unit costs
at the company's "normal" or projected rate of output over a period
of years, e. g., 75 or 80 percent of plant capacity. These systems
usually provide a formula allocation of all common costs (that is, all
costs other than direct labor, materials, and power). The particular
margins added to these "synthetic" per unit costs are governed by
what is necessary to yield the predetermined target rate of profits on
investment at given sales volume, corrected for any other considera-
tions which may be relevant.
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The principal type of target-return pricing is building prices di-
rectly from standard costs, plus a margin sufficient to provide the de-
sired profit target; but in many cases firms select a price first (via
consumer surveys, comparisons with prices of substitute product, or
determination of economic value to user), and then tailor engineerin
design and costs to fit the product requirements. In the second
method, the profit margin added may be the customary margin on
direct or full costs, or a flexible margin on direct or full costs, which
are expected to yield the prescribed return at anticipated volume of
sales. This, of course, is only a general description, considerably
simplified; some variations in different parts of this approach are
found from company to company.
Influence of consutmer demand

The attention given to the sensitivity of consumer demand to price
changes (price elasticity of demand) appears to vary primarily ac-
cording to the type and age of product in relation to the structure of
the market. On mature or established products, demand characteris-
tics are considered primarily in terms of projections of sales, or es-
tablishment of output objectives, based upon a target percentage gain
over the previous.year or period of years. In effect, predominate
emphasis is placed on determining where the market is and overall
secular growth.

In some firms, particularly those subject to regular model changes,
careful and continuing analyses are made of the probable impact of
national income changes on industry and company sales. In the case
of completely new products, some firms undertake market surveys of
consumer reactions to different prices related to the number of special
features incorporated; others suggest alternative possible prices for
new products or materials directly to potential industrial buyers to
elicit probable consumption estimates upon which price and output
decisions can hp hased. Tn general, pricing officials evidently give
little weight to the influence of different possible prices upon sales in
established lines-total demand being taken for granted and not much
concern expressed for sensitivity to either small or large price changes.
Influence of actual costs

Actual per unit costs of production appear to have very little influ-
ence on the current structure of prices in large companies. Even in
those companies in which accounting departments compile the most
detailed cost data, a typical practice is the calculation of costs for
only one rate (or range) of output, i. e., standard cost at long-run
"normal" rate of output (e. g., 75-80 percent of rated capac-
ity). In several of the target return-minded companies mentioned
above, pricing officials are provided with monthly statements of
actual costs, showing in addition to total unit costs, direct material,
labor, and power costs separately by individual products. Yet, the
pricing officials typically determine prices on the basis of some variety
of standard or normal costs, and only in special situations do actual
cost figures appear to be used for price setting. Of course, standard
costs will reflect cost changes over time, but the important point is
that at any given time, and over relatively long intervals, prices will
not bear any necessary or direct relationship to actual full or direct
per unit costs.
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A number of reasons can be deduced for not utilizing detailed in-
formation on current actual costs in pricing, in spite of the advanced
status of cost accounting. Basically, there appears to be a combina-
tion of (a) lack of awareness of the value of distinguishing between
various cost components (especially variable and fixed costs) at dif-
ferent outputs, (b) a wariness, even fear, of anything that approached
pricing on an incremental or out-of-pocket cost basis, or Qc) frank
disinterest in such information. In cases where detailed current cost
data are compiled, they are more often than not used for purposes
of controlling internal efficiency and in connection with decisions to
add new, or drop sagging, lines and in make-or-buy decisions.

As a general conclusion on the influence of the nature of current
demand and actual current costs on prices, it appears that price offi-
cials of large corporations feel they do not need to have precise esti-
mates of the price sensitivity of demand nor detailed information on
current costs. They vastly prefer to use standard or normal cost
methods-systems which they feel provide them with more security
and stability-and, annually or semiannually, revisions can be made
in these standards in the light of actual cost experience.

The price policies and practices of large pace-setting corpora-
tions are so important that it may be worthwhile to examine an
example of policy and pricing mechanics in some detail. The nature
of target return pricing and its problems are well illustrated by
United States Steel.

III. UNITED STATES STEEL: AN EXAMPLE OF TARGET RATE OF RETURN

PRICING

Several different pricing objectives of United States Steel are in
evidence so that it first is necessary to distinguish between and under-
stand those mentioned. (1) The basic goal is the desire to earn a
general profit target of about 8 percent after taxes on stockholders'
investment plus long-term debt, which yields "ideal" prices, i. e.,
prices that are believed to be "just, fair, and economic." This ap-
proach is influenced by the management's concept of the corporation
as the industry leader vested with responsibilities similar to those of
a public utility. One official stated that he was "unable to understand
or properly describe the corporation's pricing policy except as some-
thing like the approach of the public utilities." (2) A second objec-
tive is a target market share (with target overtones) as stated in the
corporation motto:
To obtain as a minimum that share of all markets for the products sold, prod-
uct by product, and territory by territory, to which the corporation's capacity
in relation to the industry as a whole entitles it, and to accomplish this partici-
pation ratio through the exercise of judgment so as to insure the maximum
continuing return on investment to the corporation. [Italic added.]

(3) A third rationale centers on an explanation for the differences
between the "ideal" system and what officials regard as "the practical
exigencies of steel price making," e. g., limitations imposed by fol-
lowers who are disloyal, and prices of competitive products that get
out of hand. This objective, which in practice is an integral part of
the first, is sometimes expressed in terms of the desire to stabilize
industry prices and margins.
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United States Steel's prices are based upon standard (estimated)
costs when operating at 80 percent of rated capacity. Standard costs
are compiled for each mill of the corporation, but the individual stand-
ard costs are used for gaging relative efficiencies of plants for incentive
purposes. In determining the price structure for steel products, an
average standard cost is used (weighted by the volume at various
mills). A distinction is made between "price structure" and "price
level'-meaiiing in the first case, a strict buildup of prices from stand-
ard costs and in the second case the average level of prices for the
corporation, which involves many qualitative considerations as dis-
cussed below. In essence, what this boils down to is a distinction
between the annual general revision in the leval of prices characteristic
of the past decade and "adjustments" in the structure (based on stand-
ard costs alone) made at the time general revisions are considered.

In United States Steel, pricing decisions are centralized in the
executive vice president, commercial, with the assistance of the price
division which prepares recommendations for price revisions. The
precise details of the price increase in July 1956 and July 1957 are not
available, but these aspects can be singled out. Price revisions in the
past decade have coincided with labor-contract renegotiations, so that
an insight to price changes begins with an estimate of the expected
effects of the settlement on costs. There is a rule of thumb in the steel
industry that every cent per hour increase in direct wage (and fringe)
costs adds another cent to steel producers' nonwage costs per ton of
steel-a working. figure derived from experience in earlier wage settle-
ments. With this 1 to 2 labor-to-total-cost ratio as a guide, the antici-
pated cost of the wage and fringe benefit package, which is doubled
and then multiplied by the average number of man-hours required to
produce a ton of steel-United States Steel uses a figure between 16.5
and 19 man-hours per ton 8-gives them the anticipated costs per t6n
of steel.

Following this rule of thumb, since the corporation expected the
wage package to add 24 cents per hour in 1956 and 21 cents per hour
in 1957 per ton of steel, average price increases of approximately $8 to
$9 in 1956 and $7 to $8 in 1957 would be indicated.9

The actual average increases were $8.50 and $6, respectively-some
products were increased more and some less (from $3 to $16 in 1957 on
more common products). How were the final figures determined?

A variety of influences and considerations both extra and intrafirm,
come to play in the final decision. Among the outside influences are
the company's leadership position and its concomitant rationalizations
and sensitivities to expectations of the trade, prices of substitute
metals, customers, pressures from congressional committees and the
public, and the threat of antitrust action. Underlying these general
considerations are product-by-product analyses made by the price
division, in which, along with the general factors mentioned, consid-
eration is given to the suggestions and proposals of the various product
departments. Whenever a product section of the company feels a

8 This Is higher than the Industry average of 15.9 In 1956 and 15.2 in 1957, based upon
American Iron and Steel Institute data, which United States Steel explains Is due to the
corporation's greater degree of integration than the average steel firm. Hlearings Before
the Joint Economic Committee, loc. cit., pt. 2, pp. 387-389.

9According to Iron Age, for example, Two-week-old strike cuts production, predicts
added labor cost of 20 cents an hour In settlement which should bring an $8-a-ton priceIncrease. (July 5, 1956, p. 123.)
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change (increase or decrease) in base price, extra, or other item
(freight absorption, discounts, etc.) is needed, or whenever the price
of a new product must be determined, it makes such recommendations
in writing.

These recommendations and attached supporting data are presented
to the director of the price division for his evaluation, and in turn are
submitted to the executive vice president, commercial, for final action.
Of special interest here are the kinds of data prepared for the price-
maker in the price recommendation, as follows:

(1) Cost and revenue compilations are prepared both for the specific product
and the product group of which it is a part. Actually, primary attention is
given by the price officials to the effects on product group profits rather than the
particular impact which a price change may have on an individual product's
profit position.

(2) The unit costs shown are actual costs (standard cost, plus all variances,
selling, general, and administrative, and extra depreciation; i. e., accelerated
depreciation and amortization in excess of normal depreciation).

(3) There is no breakdown as between variable and fixed costs to guide the
price maker; hence, there is no indication of how large the overhead factor is
(although the extra depreciation is calculated separately).

(4) Costs are not shown separately by individual or class of customer, but
for some products the costs compiled would be tantamount to such a breakdown.

(5) The differential efforts of the proposed price change on net mill revenue
for individual products and product group are indicated. This is supplemented
by the information supplied under a section headed "Impact on Specific Ac-
counts or Industries."

Even though the recommended price revisions (or new product
price) meet with the approval of the price division and the executive
vice president, commercial, they will not necessarily be implemented
immediately or in the immediate future. Implementation appears
to depend upon the nature of the revision, i. e., whether it is a change
in base price, extra, freight allowance, discount, or allowance. There
is a definite tendency to hold back base price changes during the
year, the postwage settlement being regarded by the management as
the most propitious time for making general revisions.

There are difficulties involved in attempting to follow a rigid
formula in the pricing of steel because of the desire:

(a) to maintain market position through advance investment
planning for new facilities,

(b) to penetrate new markets or increase the corporation's
"participation" in certain markets in which it would like to
have a larger share, and

(c) to hold customers lured by secret price concessions as
balanced against-

(d) the differences in costs among plants, and
(e) the manifestations of public utility thinking mentioned

above.

Balancing these considerations has led to a need for relatively
stable prices. Target rate of return pricing tied to a system of
standard costs, which is designed to avoid the necessity of making the.
short-run changes in prices that would result if adjustments were.
continuously made for changes in volume and4 eurrent actual cost,
therefore it is a logical approach for the coipaiy.

This policy of holding to prices computed from standard costs
based upon 80 percent of capacity as the normal operating rate is
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reflected in varying year-to-year rates of return for the corporation
with fluctuations in operating rates, although the average return over
the past decade, at least, meets target requirements. A study pre-
pared by the Federal Trade Commission discloses that over the 1920-
56 period there is a very close relationship between rate of return on
investment and operating rate as shown on the attached chart-figure
1. The Pearsonian coefficient of correlation is 0.91, which may be
interpreted as showing that over 80 percent of the variation in rate

Figure 1-2

RELATIONSHIP BEWEEN PER CENT OF CAPACmIT OPERATED AND HATE OF RETURN
ON STOCKHOLDERS INVESTM4'NT AFTER TAXES,

1920-1956, U. S. STEEL CORPORATION*

Rate of
Returns./ 16.0

Operating Rate '

*Excludes 1941-46 and 1951-62.
Federal Trade Commission.

2 United States Steel, basic facts about United States Steel.
Source: Administered Prices, Hearings Before the Subcommittee of the Committee on the

Judiciary, U. S. Senate, 85th Cong., 1st sess., pt. 2, p. 379.

of return on investment is "explained" by variation in operating
rate.
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IV. TEE MOTIVATING RATIONALE OF LARGE CORPORATIONS

The foregoing discussion of the approach of big corporations to
pricing, which could only be sketched briefly in the space available,
suggests that a predetermined profit target rate of return on invest-
ment may be a typical approach to pricing-frequently balanced with
market share considerations. The time horizon for large companies
with respect to these profit objectives and pricing policy is best de-
scribed as long run, in conformance with the expectation of realizing
an average rate of return over years of both high and low operating
rates.

On new products, new materials, or new models, the time horizon
may be more short range in the sense that the target payout on invest-
ment is delineated from the start. As a generalization, large com-
panies have had enough experience with new products so that they
view product innovations in terms of a "life-cycle" for pricing pur-
poses, under which the desire to recoup development and other invest-
ment costs is balanced with the desire to prolong the time span from
distinctiveness to obsolescence by discouraging potential competitors
with a relatively low price and low profits policy.'"

In line with a long-run view of company objectives, managements
of large companies find it increasingly necessary to utilize some form
of capital budgeting and profits planning in order to allocate capital
funds to competing uses, and to provide necessary plant expansion
for maintaining market position. The crucial aspect of profit plan-
ning from the standpoint of price policy is that those projects which
offer the best promise of reaching a given target or better over the
long haul are likely to be given priority. As one firm puts it, "Our
objective is to build for the long term a solid market that will stick
to our ribs through periods of adversity as well as prosperity." A
profit target, then, is designed to provide for continuity of profits
more than for a particular rate of return in any given year.

This rationale of corporate behavior is often tied in with an expres-
sion of responsibilities "akin to those of a public utility." Whatever
tendencies or rationalizations large corporations already have along
this line are reinforced by the disposition of the community and the
Government to regard and appeal to such firms as "pattern setters"
for industry generally-and in pricing they are expected to restrain
themselves from taking full advantage of immediate profit opportu-
nities. Recent examples of this are contained in the last two Eco-
nomic Reports of the President:

Specifically, business and labor leadership have the responsibility to reach
agreements on wages and other labor benefits that are fair to the rest of the
community as well as to those persons immediately involved * * *. And busi-
ness must recognize the broad public interest in prices set on their products and
services (Economic Report of the President, January 1957, p. 3).

* * * Business concerns must reexamine their policies and practices. Price
increases that are unwarranted by costs or that attempt to recapture investment
outlays too quickly not only lower the purchasing power of the dollar but may
be self-defeating by causing a restriction of markets, lower output, underutiliza-
tion of capacity, and a narrowing of the return on capital investment (Economic
Report of the President, January 1958, p. 53).

10 Cf. Joe S. Bain, Pricing In Monopoly and Oligopoly, American Economic Review, March
1949, pp. 448-464.

23734-58- 30
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Such open recognition and appeal, or threat, to market power pro-
vides a kind of "public-utility conditioning" of large corporations,
which is reflected in "fair-return-just-price" protestations by manage-
ments. In line with this thinking, large companies time and again
surround the announcement of periodic general price revisions with
elaborate justifications based upon recently negotiated changes in wage
costs in order to demonstrate the need for price relief. In this, they
find additional justification for their own( and their customers') de-
sire to avoid the annoyance and costs of frequent changes in price
structures.

This desire for stabilized pricing is usually described as "ad-
ministered pricing," with the implication that prices are under the
control of a leading firm or firms that make policy or set thL pace for
the other firms in the industry. Usually overlooked in discussions
of this topic is the more important aspect discussed above, namely,
that the leader's price policy is likely to conform in turn to some
predetermined target consideration. Realization of target ob-
Jectives-to provide a steady flow of profits in order to maintain
industry position and to penetrate new markets-requires planning
capital investment with excess capacity "built in." The best example
of this is the fact that prices are set in many cases on the assumption
of operating rates of around 70 to 80 percent as the long-run normal.
In the cases of multiproduct-multiplant companies, moreover, rate of
return on related capital investment provides an objective standard
for making decisions regarding expansion in different product lines
and markets. Price policy thus is formulated in terms of meeting
profits-investment requirements. To the extent that profits planning
is controlling in corporation investment decisions, it affords a means
of forging a general corporate profits policy-even in the conglomerate
company-which in turn serves as an effective guide for pricing de-
cisions on down the line. It would seem, therefore, that if the nature
of "administered" decisions of the large corporation is to De fully un-
derstood, it is probably more accurate to think in terms of administered
profits as well as administered prices.

This ability of large firms to administer profits to conform to cor-
porate objectives raises a basic question for public policy: Does this
kind of profits planning and its attendant price behavior tend to pro-
mote or inhibit business stability and economic growth? In order
to answer this question satisfactorily would require a theoretical
standard of socially "necessary" or "normative" profits in relation
to aggregative behavior of the economy.

Assuming we will have continuing business fluctuations over time,
a norm of socially desirable profit levels would have to provide not
only for average long-term profits, but a pattern for business profits
over the course of economic fluctuations. No such theoretical stand-
ard has been developed as yet which at the same time applies to in-
dustry generally and to particular industries. The development of a
generally acceptable criterion presents many problems. It is not mere-
ly a matter of deciding what relationships prices should bear to unit
costs on the average and over time, but it involves deciding on, among
other difficulties, a "proper" valuation of business assets and "proper"
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distribution of income and wealth.' "The establishment of a norma-
tive profit margin is thus not merely an arithmetical but also a legal
and institutional problem which involves the definition of normatively
accepted property values." 12 Lacking such a normative profits cri-
terion for industry, what can be said with respect to the probable ef-
fects of administered profits on cyclical movements?

V. STABILITY AND GROWTH IMPLICATIONS OF TARGET RATE OF
RETURN PRICING

In approaching the question of the impact of the foregoing on stabil-
ity and economic growth, it is necessary to recognize that profits-tar-
get-minded corporations, especially the large, dominant firms in
industry, appear to operate under the working assumption of the full-
employment guaranty of the Government. Along with this basic as-
sumption, there is tendency to accept another working variable, i. e.,
the persistence of a long-run inflationary bias. The effects of profits-
investment planning within this framework on pricing, cyclical move-
ments, and general progress will be considered briefly.

In the following analysis these basic assumptions are made with re-
spect to the nature of the general economic policies in effect in the
future: (1) That we will continue to have monetary policies follow-
ing the lines of the post-World War 1I decade; (2) a fiscal policy
committed to maintaining a full-employment level of national in-
come-which have in the past decade "permitted" a slowly rising
price level; (3) a defense contract policy that leans heavily on oligo-
polistic firms; (4) an antitrust policy that accepts the present general
structure of industry; (5) a labor policy that accepts the present
structure of labor markets; and (6) a foreign trade policy that tends
toward no further relaxation of trade barriers.

On the upward phase of the cycle, an exhilarating effect on invest-
ment may be produced, especially if actual plant operating rates con-
sistently exceed the normal or standard rate for pricing purposes
and profits in turn exceed target expectations (and the reverse in the
downswing). Investment outlays also may be pushed ahead of
original plans if necessary to maintain market position, or desire to
increase the penetration of markets in which current shares are not
regarded as satisfactory. In many cases, especially steel and alumi-
num, the impact of competition with rivals assumes the form of striv-
ing to complete new facilities in time to guarantee "availability" to
customers.'3

This stimulus may accelerate investment in plant and equipment
unduly in relation to population increases and the general rate of
growth in the economy. It should be recognized that there is an or-
;anizational limitation on the amount of expansion that can be han-
dled by management, even in the large size corporation, so that spurts
in plant expansion within a given company may be forced to give way

U Regarding the latter, "proper" distribution of income and wealth can be viewed in at
least three significant senses: (1) interpersonal distribution, (2) Interbuslness, and (3)
personal vis-a-vis business.

1' Joe S. Bain, The Normative Problem In Industrial Regulation. American Economic
Review Papers and Proceedings (March 1943), p. 54-70.

'3 United States Steel officials have Indicated that the Fairless works, for example, was
intended to permit the corporation to "steal a march" penetrationwise in the growing sheet
market, but was completed too late to make the desired gain.
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to a stretching out of capital expenditures. However, if one looks
at experience of the past decades, this does not appear to be a very
serious inhibiting influence for industry generally.

If attention is focused on the effects on prices of price-setting based
upon profits-investment planning, there are good reasons to believe
that on the upswing of the cycle with conditions of high and generally
rising demand, the pace-setting corporations restrain themselves in
making price increases. This is due to a combination of factors: The
influence of high-level appeals from Government officials, fear of en-
couraging antitrust actions, pressure of labor union demands, the in-
fluence of the target return objectives themselves, and possibly fear
of engendering a softening of demand. Surely, if United States
Steel found that an average increase of $8.50 per ton was possible on
July 1, 1956, and an increase of $6 per ton on July 1, 1957, it seems
reasonable to assume that such increases were possible a month or
more earlier. We may conclude that, for various strategic reasons,
including the power politics of industrial pricing, unused opportuni-
ties for higher prices and higher profits will probably exist under
inflationary condtions.

Under the circumstances, if restraint is in fact exercised in periods
of inflationary movements so that the prices of producers do not fully
reflect demand influences and fundamental cost pressures, there may
develop "spillover" effects of "released purchasing power" on the
prices of more competitively priced goods. This will not be easy to
measure, but may be a contributing reason for the higher than aver-
age percentage increases in some sectors of the economy than in
others.

Profits-target-minded firms may also find it desirable to exercise
restraint on the downswing of business fluctuations. If prices are
maintained under circumstances of general economic decline, another
kind of distortion in the price balance of the economy may be pro-
duced, due to the more than proportionate absorption of purchasing
power away from other industries, thus possibly aggrevating price
declines elsewhere in the economy-especially more competitive areas.
On the other hand, if the price policies of profits-target-minded firms
promote the continuity of profits, and firms as a consequence will
maintain investment expenditures, a favorable impact may be exerted
on economic stability. A fortiori, if demands are more sensitive to
price reductions than generally assumed by industry, lower prices
during downswing would lend even more stability to production and
rofits-if demand elasticities are high enough. However, large pro-

ducers do not normally think in terms of large price reductions as an
offset to swings in volume, and many believe-with good reason-that
demand elasticities change unpredictably, especially at turning points
in the cycle.

It should be recognized that if the demand for the products of some
of these industries is more elastic than these firms believe, these pric-
ing policies may lead to greater fluctuations in output and profits
than otherwise. Thus, to the extent that investment may prove to be
more closely related to current profits than as assumed above to long-
run profits, these pricing policies may lead to greater fluctuations in
investment and greater instability.

It would a ppear, therefore, that the validity of the contention that
actions of aministered profit industries will lend a stabilizing in-
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fluence against downward as well as upward movements of the econ-
omy, rests mainly on the assumption that long-run investment plans
will not be altered sharply, because prices and profits will hold up
better, and recover more quickly, thus encouraging the pursuit of
long-range thinking in investment spending. An empirical verifica-
tion of these relationships would be desirable but is difficult because
of the lack of detailed information on the course of individual com-
pany investment planning and subsequent revisions over the course
of business fluctuations.14

In testing the question as to -whether the pricing of products in in-
dustries characterized by significant control by small groups of firms
contribute to inflationary (and possibly deflationary) pressures, atten-
tion is usually centered on price changes over relatively short periods
of time. Following this approach, it is possible to demonstrate, de-
pending upon the breadth of industry coverage and time period se-
lected, that for industries in which large firms are regarded as having
enough market power to set prices and hold to them, prices generally
have increased by more than, less than, or about the same percentages
as cost increases; in other words, almost anything.15 If one takes a
broad coverage on industry price movements, the conclusions may be
challenged on the grounds that important extremes are averaged out
in the process. On the other hand, if a sample of firms or industries
is selected, the results may be suspect on the grounds that the figures
may not be representative.

From the standpoint of policy formation it is of importance to
examine the relative changes in prices over longer periods of time in
order to determine if any particular pattern exists. There are pitfalls
in this kind of comparison also, e. g., particular commodities and base
period selected, price lags, and so forth, but it may afford some addi-
tional insights which are not apparent in examining month-to-month
or year-to-year changes over relative short-time intervals. A careful
examination of detailed cost-price relationships and productivity
changes for individual products and product groups also would be
required in order to determine what proportion of these percentage
changes are due to the "push" of -wage rates in relation to the "pull"

14 Empirical verifications of the variables influencing Investment expenditures and the
relationship between planned and actual plant and equipment expenditures In individual
companies and industries are still in the exploratory stage. According to a recent study
of companies for the year 1949. "Firms with total assets exceeding $50 million were con-
siderably more accurate in anticipations than firms with assets between $10 million and
$50 million * * * [A] large organization must make its plans further in advance than a
smaller firm. The decision-making process is more formalized; a capital budget is more
likely to exist. The number of administrative levels which must give approval Is larger.
These factors contribute not onlv to the making of decisions well in advance of actual
expenditure but also to the inflexibility of plans when made; and the effect is to reduce
the likelihood of large deviations from anticipations." Also, "Only the smallest firms
mentioned changes in earnings outlook as a significant factor in reducing planned outlays."
Irwin Friend and Jean Bronfenbrenner, Plant and Equipment Programs and Their Reallza-
tion, Short-Term Economic Forecasting (National Bureau of Economic Research Studies
in Income and Wealth. vol. 17, 1955), pp. 70-71 and 91.

A more recent study for the year 1955 confirms the finding that unexpected sales and
earnings developments of large companies do not materially alter investment plans.
"Among firms * * * spending more than planned, the proportion of reasons related to
higher sales and earnings decreases as size of firm increases. * * * The differences are
much more pronounced among firms spending less than planned; they fall from 50 percent
of the smallest companies to only 5 percent of the largest." Murray F. Foss and Vlito
Natrella. Investment Plans and Realization. Survey of Current Business (June 1967),
pp 14-iS1

5 For example, see Alfred C. Neal. Industrial Concentration and Price Inflexibility (Amer-
ican Council of Public Affairs, 1942) : Richard Ruggles, The Nature of Price Flexibility and
the Determinants of Relative Price Changes In the Economy. Business Concentration and
Public Policy (Princeton. 1955). pp. 441-495; and Administered Prices, hearings before
the Subcommittee on Antitrust and Monopoly of the Committee on the Judiciary. United
States Senate, 85th Cong.. 1st sess.. pt. 1, especially pp. 128-162.
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of demand, in conjunction with an appraisal of the degree of control
over supply and price and the other influences mentioned. Such de-
tailed information is lacking. In the meantime, the durability of
profits over the period as already noted, attests to the apparent con-
tinuity and adequacy of prices vis-a-vis profits targets, even though
the companies might feel they could provide justification for higher
prices in relation to cost increases.

VT. CONCLUSIONS

In the foregoing discussion an effort has been made first to present
some insights into the nature and probable impact of pricing of large
corporations. In this connection, economic theory can only provide a
list of the probable effects and indicate their nature based upon the
empirical information available. As a generalization, it seems reason-
ably clear that the goals to which pricing is expected to conform in
the large pattern-setting corporations in American industry are se-
lected from among various alternative objectives, which in the final
analysis come down to fairly specific profit objectives. The very abil-
ity of such companies to choose from among alternative policies re-
flects the degree of control over supply and price in the hands of
corporate management. In some cases this measure of control is quite
obvious. The gradual and cautious policy of price reduction was pos-
sible in aluminum for decades because there was only one domestic
producer of virgin aluminum ingot. The ability of managements to
decide with respect to new products to set from the start high "pres-
tige" prices, or to explore the further reaches of demand, or a com-
bination of the two, are choices that are open only when the firm has
some measure of control over supply. It is no less effective in cases
where products are established and sellers few. While such control
over supply may not be unique to large corporations, it appears to be
a necessary condition to an objective of profits planning.

As a long-run matter, what can be said about the probable relation-
ship between the profits targets and some given "normative" criterion
of profits incorporating appropriate risk premiums and rewards for
innovations? According to corporate managements, the approxima-
tions are close-if any weight is to be given to the "just-price fair-
return" explanations of their targets. There is good reason to believe
that the sizes of long-run profit targets are less than the most profit-
able position for the firms, as indicated by comparisons shown in
table 1.

To the extent that favorable expectations are maintained because
of the realization of target objectives, reliance by these firms upon an
assumed full-employment guaranty can lend greater cyclical stability
and in turn encourage a higher rate of growth in the economy. The
experience of the past decade when demands persistently exceeded
anticipations and investment had to grow faster to keep up with con-
sumer demand, illustrates the point. We may conclude, that if firms
generally plan profits and investment on reasonably "correct" antici-
pations about the long-run course of general economic activity, the
depth of short-term business decline may be attenuated and speed of
recovery accelerated. In turn, a favorable impact may result on in-
novation and progress. The favorable impacts of operating within
these assumptions, of course, may be in part a reflection of the in,
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fluences and effectiveness of monetary-fiscal policies, in which case
wve may be dealing with the "feed-back" effects of such policies, and
not simply the autonomous actions of large corporations.

By way of specific proposals, there is an increasingly pressing need
for more empirical industry studies, especially with respect to pricing
policies and practices. Much research in the area of industry has
been done by scholars both independently and for research founda-
tions. Such studies when properly undertaken are quite costly, even
for the large foundations, and even under conditions of the highest
degree of cooperation and rather wide access to management officials
and records, limitations are inevitably imposed upon researchers with
respect to publishing materials as freely as they would like. Be-
cause of these and other related considerations, such studies are not
uniform in their coverage of subjects; they relate to differing time
periods, and are insufficiently numerous. They are thus inadequate
to serve as a basis for formulation of appropriate public policies. We
simply do not have enough information to act intelligently in formu-
lating good economic policies in this area. It would be desirable,
therefore, to explore the possibility of establishing a permanent re-
search commission, committee, or other appropriate organization, to
undertake and support comprehensive and continuing cross-section
economic studies of industrial pricing policies and practices. In my
opinion, this is one of the very best actions that could be taken.

There are certain specific avenues that might be explored as a means
of insuring that the objectives managements set for themselves serve
the best interests of the community. There appear to be self-imposed
limits on profits targets of the large company, but there is no assur-
ance that market influence will necessarily be used in the public in-
terest.

As a means of curbing abuses of market power, suggestions have
been made for resort to more high governmental appeals to industry
leaders and for public hearings on proposed price increases in certain
industries. Moral suasion and jaw-bone psychology cannot be ignored
by industrial leaders, but we cannot assume that such appeals will be
consistently effective at the right times and in the right places. There
also are other side effects of this approach, such as the adverse psy-
chological impacts it may have on business and consumer expectations.

A second suggestion along these lines that has been mentioned is
that public hearings and discussion should be held in certain basic in-
dustries after appropriate notice of contemplated general revisions in
prices.'6 This kind of an approach represents an experiment in
"quasi-public utility" status and presumes that the public airing of a
company's justification for the impending increases will encourage
more restraint and industrial statesmanship. The procedure would
be designed to exert a further restraining influence on the manage-
ments of large companies with respect to price increases, along the
lines of the impact of other public pressures mentioned above. This
proposal has merit, but obviously is not an ideal solution to the prob-
lem. There is, of course, no assurance that firms will be any more
inclined to be restrained by this procedure than they are by current
manifestations of public concern about prices. Also, the proposal
appears to have an implicit inflationary bias and thus is geared essen-

11 See testimony of John K. Galbraith In Administered Prices, ioc. cit., pp. 50 ff.
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tially to the problem of holding down price increases. A separate
procedure would be required in order to deal with the problem of
encouraging firms to reduce prices, maintain operating rates, and en-
couraging efciency.

In addition to these types of governmental regulatory controls, it is
not inconceivable that the most extreme form of outright fixing of
prices. output, capacity. and so forth, via some variant of Government
regulated cartel might be utilized in certain industries in such a way
that the public interest would be served. However, the strong points
of these devices seem to lie in restrictive-discriminatory activities, and
it appears highly unlikely that within our present institutional frame-
work managerial objectives would be subordinated to the larger public
interest in any assured manner. In any of these quasi- or full-fledged
regulatory arrangements, there are manifold problems to be recog-
nized in any attempt to restrict profits systematically by relating
prices in some direct manner to average costs. The difficulties of pub-
lic utility regulation, with long drawn out judicial processes in estab-
lishing a "fair" rate of return, are illustrative of problems entailed.

There are other possibilities including direct Government competi-
tion, subsidies, and various types of taxes. These particular areas
contain some rather involved and sometimes esoteric features so that it
is perhaps desirable to leave their examination to experts in the field.
It might be mentioned in passing that there are some avenues worth
exploring more fully in the tax area, such as special tax concessions as
against rapid amortizations (the latter, in postponing tax liability
may add undesirable pressures to investment demand under inflation-
ary movements, and may have an unfavorable impact on investment if
the rapid writeoffs end and tax liability increases in times of recession-
ary movements).

Fully competitive determination of prices and profits would provide
a more systematic limitation on industry prices and profits. Also,
with the appropriate degree of responsiveness and flexibility of labor
and material costs, as well as mobility of labor and capital, greater
stability and more economic growth might be induced. However, un-
der the assumptions made earlier with respect to the general structure
of industry, and the practical difficulties of making significant changes
in that structure under present legislation, our problem is one of;
(1) learning more about the nature of and implementation of pricing
objectives in large companies, (2) tracing through the effects of such
objectives, and (3) devising appropriate policies for insuring that
long-run pricing-profits-investment planning serves the public inter-
est.

The limited information available on pricing in large companies
indicates that even though they are not controlling, present market
forces do limit the range and discretion of large companies. Likewise,
the ever-present threat of antitrust action also acts as an important
restraining influence on the abuse of market power. But, to expect
our present antitrust laws, under our present legal institutions and
judicial interpretations, to be able to effect the reconstruction of indus-
try that would be required to establish the conditions outlined immedi-
ately above, is to saddle the laws with an objective and burden they
were not designed to handle. The purpose of antitrust laws, as I see
it, is proceeding on a case-by-case approach to prevent accumulation
and use of power that unnecessarily jeopardizes competitive behavior.
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In effect, this calls for a selective, not a comprehensive approach.
Antitrust policy, especially with respect to mergers, can help prevent
an increase in concentration of economic power (i. e., make sure the
growth of large firms does not exceed the growth of the economy
generally), and thus preserve healthy corporate incentives.

Economic statesmanship has been fairly impressive on several
fronts, but only time will disclose whether profits averaging of gener-
ally prosperous years against those of recessed years in line with cor-
porate profits planning will, in fact, help dampen swings in business
fluctuations and contribute to economic growth. The economic states-
manship which the large firms have begun to display is being put to a
real test currently, and it remains to be seen how far the philosophy of
administered profits for the long haul will carry through with an
averaging of earlier years by accepting lower profits in the current
period of reduced economic activity.



CYCLICAL IMPLICATIONS OF PRIVATE PRICING
POLICIES

Alfred R. Oxenfeldt, Columbia University

I. SCOPE AND METHOD

This paper is focused on a few aspects of industrial pricing policies.
It is oriented particularly around industrial price behavior during
recession. Accordingly, little will be said about pricing during a
business upswing or about economic growth aspects of pricing.

This paper does not deal specifically with the present recession, but
is intended rather as a more general analysis of pricing during re-
cession. However, this discussion applies to the present and to fu-
ture recessions-rather than to those of the past. The phenomenon
of "inflationary recession" must deter us from generalizing on the
basis of economic fluctuations during the 1920's and 1930's, let alone
those of an earlier period. The combination and balance of forces
operating in the pricing sphere apparently has changed substantially
since, say 1930. Consequently, notions that were appropriate in an
earlier decade would probably lead us to misunderstand and mis-
manage the present recession. Since we have had very little experi-
ence with our substantially altered economic system, we are unlikely
to understand it thoroughly; we must not therefore rely very con-
fidently upon any general conclusions we are tempted to reach.

This paper is confined primarily to industrial prices and therefore
discusses retail, wholesale, and service prices only indirectly. How-
ever, interrelationships among prices at different levels in the indus-
trial structure must not be overlooked. Pressure on prices at retail
often is shifted back to the manufacturer and by him to suppliers
of major raw materials. These vital interrelationships should not be
passed over lightly as a consequence of having different people dis-
cuss retail and industrial prices; they shall be touched on here only
in passing.

Further, this paper discusses industrial pricing during recession
primarily from the standpoint of the price setter. It revolves around
a consideration of businessmen's pricing objectives, policies, methods,
and strategy; it deals also with their perception of the business scene,
their knowledge of market developments, their anxieties and hopes,
as well as their actual market behavior. This view of pricing stands
in sharp contrast with studies by others for this committee which are
based upon a broad statistical analysis of price quotations or of an-
nounced price changes. A thorough understanding of the total pric-
ing picture requires the use of both methods.

TIle study of pricing from the standpoint of the individual business-
man overcomes the grave weaknesses that arise when one uses price
quotations or announcements about price as the basis for study.
Especially during periods of recession, these often do not represent
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the prices actually paid. This approach to an understanding of
pricing offers other advantages also. First, it makes much clearer
the causes for price behavior, for at bottom they do lodge in the ob-
jectives, framework of analysis, and perceptions of the individuals
responsible for setting price. Second, it frees us from dependence
for basic data upon experience during earlier business recessions
which may differ substantially from the present one, and from those
we can anticipate in the future.

On the other hand, this method of studying prices during recession
suffers two major difficulties: In the first place, it limits one to the
small number of cases with which any individual can have close
personal contact; second, and related to the first, it forecloses gen-
eralizations about the effects of such things as differences in industrial
structure, the nature of the product, the age of the industry, rate of
technological change on price behavior during recession.

II. BItSINESSMEN'S PRICE OBJECTIVES-WITH PARTICULAR REFERENCE TO
PERIODS OF RECESSION

Businessmen have a whole hierarchy of conscious objectives that
come into play during recession. Uppermost is the goal of survival
for the firm. If this is assured, profitability will be a primary ob-
jective. About on a par with profitability in the minds of most busi-
nessmen is the maintenance of the firm's market share. A minority
of business executives will consciously endeavor, in addition to pursuit
of the foregoing objectives, to adopt courses of price action during
recession that will ease the firm's marketing problems when business
ultimately revives.

Beyond these objectives for the business, business executives' goals
include some more personal aims. They want to maintain and advance
their own positions within the firm; in addition, they will want to
avulu ulanie for the Uecline in sales and proutus aund will try to get
credit for pulling the firm out of its decline. Also, they may favor
policies which make a minimum drain on their time and energies.

These many objectives are not necessarily consistent with one an-
other; conflicts of objectives are likely to arise during recession. For
example, it might prove immediately expedient to liquidate a large
inventory by a drastic price reduction, but such action might make
the maintenance'of price on other sales more difficult and also cause
difficulties in raising price once the recession ends. Sometimes, also,
considerations of profit would dictate that a firm accept a reduced
market share, posing a choice among conflicting goals held by man-
agement. Similarly, many business executives fear that top manage-
ment or the board of directors will demand a report on what they
have been doing to combat a decline in sales; at such times they are
more comfortable if they can point to some concrete action they have
taken. A reduction in prices often satisfies persons prodding for some
action, even though it may involve a sacrifice of both short- and long-
run profits.

The existence of potentially inconsistent pricing objectives results
in diversity of behavior, for individual firms and executives attach
different weights to their various goals. Also, decisions made involv-
ing multiple and conflicting goals generally are made by less rigorous
and systematic methods than less complex choices, and therefore are
extremely difficult to unravel and understand.
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M. BUTSINESSBIEN'S MAIN PRICING POLICIES DURING RECESSION

Businessmen's pricing objectives, pricing policies, pricing strategies,
and pricing methods shade off into one another. Also, they are closely
interconnected for particular objectives require special policies; these
in turn dictate the use of specific pricing strategies and sometimes
even the particular pricing method to be employed. It is possible to
distinguish four main combinations of pricing objectives-policies-
strategies-methods that are prevalent among business managements in
the United States. (For want of a better term, these combinations

of related pricing goals and methods will be called "pricing syn-
dromes.")

One widely employed "pricing syndrome" aims primarily to mini-
mize price disturbance in both the selling and buying industries. This
syndrome calls for stabilized prices during both recession and revival,
for it rests upon the conviction that stable prices are beneficial to buyer
and seller alike. The main benefits from stable prices are that the
selling industry will not suffer sharp erratic spurts and declines in
sales as buyers speculate in inventory; and, buyers will be spared
the risks of loss from unavoidable inventory speculation. The pric-
ing method implied by this pricing syndrome is that of adhering to
past prices as long as possible. An important rationalization for this
syndrome is that management should be obliged to forego price in-
creases during periods of active business and in compensation should
be spared price reduction during recession. The strategy required by
this pricing syndrome is that customers should be persuaded that they
gain from this pricing policy so that they become its advocates.

A second pricing syndrome has as its chief objective the maximiza-
tion of profit in the fairly short run. With this objective, a seller
reduces prices voluntarily only when he expects it to result in a fairly
prompt rise in his sales and profits. He does not worry about possible
long-range effects of his price reductions because he is convinced that
there is no stable connection between present and future prices and
short-run and long-run profitability in his business. With this
pricing objective, sellers will reduce price only when they have strong
reason to believe that unit sales would be strongly stimulated thereby.
Inasmuch as the sales of many products (though we do not know just
how many) are quite insensitive to changes in price, this pricing
syndrome rarely calls for prompt reductions during early recession.
Indeed, one would expect unit sales to become less sensitive to price
reductions during recession for price considerations would then be
diluted with such factors as financial liquidity, the exception of further
price reductions and the like. Moreover, it is difficult to understand
why firms would be able to profit by price reductions during early
recession, unless they had been chargng too much for their own good
before recession struck. Accordingly, one would expect firms to profit
from a price reduction during recession only when it had a reasonable
hope of winning customers away from rivals and keeping many of
them. This hope would be unreasonable in most important industrial
situations because it has become established practice for customers to
ask their usual suppliers to match price concessions offered by other
sources. Thus, efforts to maximize short-term profits during recession
generally lead businessmen to avoid price reductions as long as pos-
sible. This pricing syndrome often includes outspoken espousal of
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price maintenance combined with the expressed determination tomatch price cuts by rivals.
A third pricing syndrome might be termed "an early yielding tothe inevitable." TIlhis view of pricing involves a conviction that nofirm can resist the basic economic forces at work during recession andthat these forces are salutary-even though painful. Thus, the objec-tive underlying this pricing syndrome might be termed the goal ofplaying the game according to the rules, because one would ultimately"get caught" if he were to violate them. Given this objective, thefirm's pricing policy would require a reduction in price when it becameclear that the economy was undergoing general recession. Severalstrategies are compatible with this pricing syndrome: First, the firmmay try to gain an advantage over its rivals by being the first to cutprice; or, second, it may refrain from price reduction itself, figuringthat even though a price decline is inevitable, the later it comes thebetter. If the second strategy is adopted, the firm will make specialefforts to learn what its competitors are charaing and stand ready toadjust its prices very speedily; with this viewv of pricing, a business-man is not likely actively to discourage price reductions by his rivals.A fourth pricing syndrome calls for adherence to the firm's "basic

pricing method." The objective of this pricing syndrome is to main-tain what management believes to be sound business practice, and toavoid unplanned expedients. Underlying this pricing syndrome isthe conviction that management has selected a pricing method after
careful deliberation; presumably management took account of thefact that general business is variable and the "regular" pricing method
meets the needs of such conditions. Thus, a recession would not callfor any revision of the method used to establish prices-though itmight require a change in price itself. The most commonly employed
method of arriving at price is some variation of the "cost-plus" method.
For some businessmen, this pricing method rests upon the conviction
that a manufacturer simply processes materials obtained from othersand his rewards are a fee above the costs of the things he requiresin his processing activities; beyond repayment of his costs, he is"entitled" to a "fair" profit for taking the risks involved in his busi-ness. Given this view, the pricesetter should not be expected-and
will not feel obliged-to reduce price unless his costs decline; onthe contrary, if his costs were to rise at a time when business wasdeclining, he would feel entitled to raise his price.

The foregoing discussion does not describe each pricing syndrome
in its full complexity and passes over the many subtypes that exist.However, the main concepts involved in each of the four discussed arequite familiar and require no further elaboration for the purpose athand, which is to explain the circumstances under which prices arealtered during recession and the timing, form, and typical conse-quences of tlhose changes. These four pricing syndromes may notcover all important pricing policies, though they probably do account
for the overwhelming majority of cases.

fV. CONDITIONS UNDER WHICH PRICES ARE REDUCED DURING RECESSION

A. When the "weak link" breaks
Implicit in every pricing syndrome is the axiom that one mustmatch price reductions by rivals if they do, or threaten to, make heavy
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inroads on sales. A businessman may deplore a price reduction by a
rival, consider it poor business from his rival's standpoint and a mis-
fortune for the entire industry, but he cannot ignore it if his sales
suffer as a result. Consequently, one must expect price reductions to
become general in an industry once they have been made by any firm
that accounts for a significant proportion of the business. (The de-
pendence of any firm's sales upon the prices charged by rivals depends
primarily upon the proximity of the products to one another-either
geographically, when transportation costs are heavy-or in the qual-
ities and features that buyers believe inhere in them.)

An unsystematic study of announced price reductions during the
present and the last recession suggests that the most important cause
of price reductions these days is that a competitor has already reduced
prices. Thus, to explain a general price reduction for a product re-
quires that one seek out the firms which were the first to reduce price
and account for their actions. The result is the "weak link" explana-
tion for price declines.

Price reductions during recession generally are initiated by firms
that have been very hard lit by the business decline. They may have
suffered a larger reduction in sales than most firms in their indus-
try due to accidents of product mix or because they did not have as
popular a "line" as their rivals at the time the recession developed. Or,
they may be firms with the lowest financial liquidity-or with the
largest obligations coming due. Somtimes the "weak links" are firms
whose managements are prone to panic under pressure; they may be
executives of low intellectual caliber who are unwilling to reason
through the consequences of their price actions. *We do not consider
as "weak links" those firms which hope to divert business from many
rivals without stirring them up to retaliate or those that hope to
"beat their rivals to the punch" and make a minor "killing" before
the others do something to protect themselves. The "weak link" is a
firm that is, or imagines itself to be, in danger of being driven out of
business or of sustaining extremely heavy financial losses or of suf-
fering a loss of standing (as, for example, a loss of a high credit rat-
ing or a reputation for uninterrupted dividends) that is extremely
valuable to continued operation.

Under such circumstances, the management of a stricken firm will
almost always feel compelled to take some action that promises speedy
relief. The only policy that is clearly intolerable at such times is that
the firm do nothing to save itself. One of the most potent and speedy
sales promotion devices is a price cut. Other measures, like an ad-
vertising program, redesign of product, the addition of more sales-
men, et cetera, involve added expenditure when the firm is suffering
a shortage of funds; also they are slow to produce benefits-even when
they are ultimately beneficial. Consequently, the price cut is the f a-
vored remedy of a stricken business. Very frequently, one might say
almost always, price reductions under such circumstances only ag-
gravate the situation of the firm making the price cut; moreover, the
management making the price reduction could reasonably have been
expected to recognize that it would not get additional business in re-
sponse to the price cut. However, it is one of the established facts of
industrial history that prices will be cut under such circumstances.

There is a close connection between the "weak link" case of price
reduction and industrial structure. Prices are most volatile in indus-
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tries where there are some firms of small size and limited resources
which cannot withstand a sharp decline in revenues or a prolonged
modest drop in sales. The financial pressure which builds up on
them ultimately is converted into a price reduction which ultimately
(sometimes it spreads slowly) exerts pressure on the entire industry
to which they belong.

Industries that have no "weak links"-that is, even their weakest
tinks are very strong-are likely to avoid price changes throughout
a recession. If prices are reduced in these industries, it is only be-
cause they hold reasonable promise of stimulating sales greatly.
Also, if recession is short and mild, or, if it follows on a prolonged
period of highly profitable prosperity during which firms accumu-
lated large liquid resources, "weak links" may never develop or will
develop late in recession.

Other factors than the existence of "weak links" explain price
reductions during recession. Among the more important occasions
for price reductions are: First, a decline in a major cost element;
second, pressure from large buyers; third, recognition that a general
recession has begun.
B. When a major cost element is reduced

Many price reductions occur during recession when a major cost
item declines. However, not all industries would reduce price under
such circumstances, as was explained in the foregoing discussion of
the main pricing syndromes. There are two main types of situation
in which prices will ordinarily be lowered if a major cost element
were to become significantly cheaper: First, where prices are tra-
ditionally based upon costs and the pricing formula would call for
a price reduction; and second, where the industry is extremely promi-
nent in the economy and failure to lower prices would give rise to a
congressional investigation or an expensive antitrust indictment.

ine nIust not overlook the diverse behavior of costs during reces-
sion. On one hand, average costs ordinarily rise markedly due to the
drop in unit sales volume because fixed charges cannot be reduced
for a substantial period. Reductions in variable costs, if there be any,
often would not offset the higher per unit fixed costs. Consequently,
it is only an exceptional firm whose average costs will decline during
early recession, even if it were one of the few whose variable costs
fell substantially at such times.

However, industrial firms employing a "cost-plus" method of pric-
ing do not base their prices upon full average cost, but use a special
cost base for price. These special cost computations usually are un-
affected by variations in sales volume, for they include costs plus
profit at some "standard" volume. In the case of distributors, prices
are almost always based upon invoice costs of merchandise and are
therefore unaffected by variations in costs of operation due to fluctua-
tions in sales volume.

The fact that average unit costs generally rise during early reces-
sion-and often throughout recession-explains the reluctance of
businessmen to pass on modest reductions in their variable costs.
They recognize that their unit costs have increased and therefore
tend to delay a price reduction even when strict adherence to their
pricing formula would require one.
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C. When a large buyer brangs strong pressure to bear
Buyer pressure sometimes results in price reductions. In part, the

skilled buyer seeks out the "weak link" among suppliers and hastens
the break by bringing his full bargaining power to bear upon him.
Pressure by buyers on their suppliers frequently will lower price in
the absence of a weak link; the main situations referred to here are:
First, the buyer has himself been compelled to reduce price because
of the "weak links" in his own industry and feels pressure to get his
suppliers to assume part of the burden of the price cut; second, the
buyer is convinced that a reduction in the price of the items he sells
would stimulate sales greatly and he endeavors to win the coopera-
tion of his many suppliers to a coordinated program to reduce price
for mutual benefit.

Generally a buyer cannot persuade his suppliers to reduce price
simply by showing that his own prices have been reduced; he must
convince his suppliers that they would benefit from a price reduction
rather than seek sympathy and a form of charity. (For example, he
may promise them a larger share of his business.) Actually, his sup-
pliers are likely to have suffered greater sales reductions than he did
and therefore to seek rather than extend sympathy.

Buyers sometimes try to inspire price reductions by producers of
the many important elements that enter into their final product.
They recognize that the price they charge depends heavily upon the
prices they are compelled to pay; also, that the amount they pay any
single supplier has relatively little effect on the total cost of the final
product. Consequently, their only hope of stimulating sales by a price
reduction is to persuade all of their suppliers to participate in a coop-
erative program in which all lower price. Such a program is ex-
tremely difficult to institute and is even of questionable legality.
However, some manufacturers apparently do attempt to persuade
suppliers to reduce prices by committing themselves to reduce their
own "markup" and thereby to gain the benefits of a larger price reduc-
tion and possibly a larger sales increase than would be possible by the
unilateral action of either.

Often the large skillful buyer wins a secret concession for himself
rather than a general price reduction for all buyers; his concession
may not take the form of an outright price cut but some other form
that is less vulnerable to attack on grounds of legality. Indeed, the
seller would favor selective price reductions during recession-that is,
concessions only when and to those for whom they are unavoidable.
However, price concessions tend to spread fairly rapidly when the
existence of recession is unmistakable.
D. Some price reductions seem to result simply from the fact that

sellers recognize that a recession is in progress
Many of these price cuts can be traced to the opinion that price

reductions are inevitable during recession. Just about every business-
man one meets is familiar with and a frequent exponent of the "law
of supply and demand." Even though he must know that he decides
about price himself, he also feels that price is set for him by the forces
of "supply and demand." During a recession businessmen find their
sales volume declining and they anticipate further reductions in sales.
This condition they describe as a "drop in demand" which, according
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to the law of supply and demand, dictates that they reduce price. By
this line of reasoning, some businessmen conclude that a price reduc-
tion either is in their financial interest or is inevitable or is required
of them by the logic and ethics of a free enterprise system.

If these businessmen were to view "demand" as a statement of the
relationship between their price and the amount they would sell, they
might recognize that their profits would be lowered by a reduction in
price; and, it might also do other types of damage to the firm's market
position as well. Faced with a conflict between their self-interest and
their conception of what is inevitable and ethical, they might decide
to resist any price reduction. Many apparently do not recognize the
possibility of such conflict and lower price simply because there is
a recession. The prevalence of this line of reasoning is reenforced
by history. Prices have fallen in most industries during past reces-
sions, suggesting to some that prices must fall anyway and therefore
they might just as well reduce them.

Thus far, businessmen's pricing objectives during recession and the
pricing policies, strategies, and methods they employ have been de-
scribed along with the main circumstances that lead to price reduction
during recession. Three further matters require discussion to round
out this brief sketch of how prices behave during recession, as viewed
from the standpoint of the price setter. The first is the question of
timing; specifically, can we reasonably hope that prices will be ad-
justed at the very onset of recession? Do price adjustments follow
speedily upon a decline in sales or do they follow, if at all, only after
a long delay? Second, what different forms do price reductions take
and are they similar in their economic effects? Third, under what
circumstances do price reductions stimulate sales?

V. TIMING OF PRICE REDUCTIONS DURING RECESSION

One is able to date the beginning of a recession only on hind-
sight, and even then only with great difficulty. The same reasons that
make it difficult to know when general business has started to decline
make it difficult for a businessman to answer the question, "How's
business?" He, too, can only know the right answer long after he
was asked.

Apart from the very real difficulties of analyzing business develop-
ments to discern underlying changes in the course of events, one must
reckon with the strong subjective elements in all interpretations of
current business conditions. To a large extent, people see what they
expected would happen, what they want to see, or what they most fear
will take place. As a crude rule, the first executives to recognize reces-
sion are those who had been expecting it; conversely, those who thought
business would remain strong will recognize it last for they will at-
tribute the first signs of sales weakness to any of the many special
circumstances that can reasonably explain a decline in sales.

What a businessman does about price de ends mainly upon his
view of what is happening to the economy, his industry, and to his
firm in particular. For example, if he believes his sales decline is con-
fined to his own firm-that it was not due to general business reces-
sion-he usually would consider a price cut more appropriate than if
he believed the business decline was general throughout the industry
or the economy. Businessmen are unable to learn what is happening
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to the entire industry's sales in many cases. Consequently, they find
it extremely difficult to diagnose their own sales declines. And, once
they do learn the level of sales in the entire industry, and become con-
vinced that a general industry decline is underway, they still face
great difficulties in determining whether it has resulted from reces-
sion or from some other cause. That is, they can learn their own in-
dustry 's experience much more rapidly than they can learn what is
happening to the economy generally.

One important fact must be emphasized: A considerable period must
be expected to elapse before a businessman can identify a drop in sales
as the result of general economic recession. It is impossible to fix any
exact time period that it takes for a recession to be recognized but 6
months after the start of recession probably is a conservative average.

It emphatically is not suggested that price will be affected in 6
months after the start of recession, but simply that the existence of
recession will be acknowledged by most in that time. Many may,
even when they accept the fact that a recession has started, also hold
the opinion that business will revive very speedily. In other words,
we must recognize that not only will businessmen take a considerable
period to recognize a period of recession, but many will expect a revival
of business in the near future that would discourage them from price
actions that they might take if they expected recession to continue and
worsen. Of course, "weak links" that are under severe pressure will
be driven to take action almost no matter what they think. We must
never underrate the great uncertainty that surrounds any business
decision. When high officials of Government, whose opinions are
based upon the advice of staffs of technicians, disagree about the busi-
ness outlook, one can be certain that businessmen will hold diverse
views about the future of business.

Thus, one must become reconciled to a belated recognition of re-
cession by businessmen. Consequently, even in the unusual case in
which their pricing syndrome would call for reduction in prices during
recession, their price changes will be very delayed. Certainly, they
would not come early enough to nip a recession in the bud-even if
price reductions were (and we shall see presently that they probably
are not) an effective antidote for recession.

VI. THE FORMS THAT PRICE REDUCTIONS TAKE DURING RECESSION

As was already discussed, most businessmen will recognize the pos-
sibility that an on-going recession may be extremely brief. (There
will almost always be some authority or high Government official to
cite as basis for such a view.) Consequently, if they feel compelled
to reduce price they will strongly favor price reductions that are of
a temporary character and avoid as long as possible a change in price
quotations-and most especially a revision of their price lists. As a
result, businessmen have developed a wide variety of price concessions
that difer in their apparent permanence. Some of the more common
forms of price reduction that prevail at present will be listed, with
brief indication of the potency and general economic effects of some
of them.

One form of price reduction involves making up "special merchan-
dise" for the buyer which costs the supplier less than his usual line of
wares. On such deals, the supplier may take a thinner markup than
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he usually obtains, though such need not be the case. In effect, this
type of price reduction involves a change in the range of offerings
available to buyers without any significant reduction in the prices
paid to suppliers for their services as processors of raw materials.
Also, such arrangements are "one-shot deals" which need not be
repeated and need not be offered to other customers. (Such special
merchandise may be passed off to the ultimate consumer as "regular
goods.")

Price reductions sometimes take the form of giving higher quality
merchandise at the same price. Selected customers may be offered
their "pick" of items, if the product is not completely standardized.
On occasion, suppliers will ship a higher quality of product, formerly
selling at a higher price, at the same price the buyer paid for goods of
lower quality previously. Where the buyer is given "first pick" his
gain comes at the expense of other buyers; however, if they notice the
decline in the average quality of goods offered them (ordinarily, they
would not notice the change promptly because they generally will buy
without inspection and only their subordinates would actually see the
merchandise when delivered) the seller might be forced to reduce
price to move it. In the second case-where goods of a higher grade
are sold at the price of a lower grade-there has been a genuine price
reduction, but a very restricted one. In the first place, it has been a
secret concession, rather than one offered to all buyers equally; in the
second place, it has required the buyer to purchase goods of higher
quality when he may not have wanted to do so; in the third place,
because it does not reduce the buyer's outlays, it probably does not
stimulate purchases as much as a reduced price for goods of the qual-
ity he formerly purchased.

Perhaps the most common and speediest form of price reduction is
the secret price concession, which offers one or more-but not all-
hnvrs 2. lower price than t~heyv had been paying. For legal Drotection
(and to "prove" to unfavored customers that no concession was given
to other buyers) the reduced price might not even be recorded on the
customer's invoices. Occasionally, recipients of secret price conces-
sions are forced to give up some desired features in the product or
to accept poor service-thus partly offseting the gains from the price
reduction. Sometimes this concession is not explicit, but the supplier
feels entitled to send the poorer quality of product to the buyer get-
ting the reduced price on the belief that, "he has no right to com-
plain."

Other common types of special price concessions include-

1. Special credit accommodation, including a longer period
in which to make payment, a delayed billing for the merchan-
dise, etc.

2. Special return privileges, allowing the buyer to obtain full
credit on unsold merchandise.

3. Increased discounts for prompt payment.
4. Increased quantities at the same price-giving 13 bottles

to the dozen, etc.
5. Absorption of freight.
f. Provision of services free.
7. Extension of price guaranties.
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VII. THE EFFECT OF PRICE REDUCTIONS ON A FIrM'S SALES

Classical economists simply assumed that firms could increase their
sales by reducing price. We know however that the effects of a price
reduction are not simple or predictable. What are the likely responses
of buyers to a price reduction? Can many firms reasonably expect to
gain substantial benefits by reducing prices during recession? Second,
do price reductions during recession increase total purchases? This
section is concerned with the first question only; the second is dis-
cussed in the following section.

A price reduction by a single firm is likely to have three types of
effects-and an even larger number of possible combinations of effects.
First, it might cause buyers to patronize different sources. Second,
it might cause buyers to alter the quantity they purchase. Third, it
may shift the timing of purchases. The firm making price reductions
will hope to win new customers, sell more to old customers, and speed
up the purchasing of old and new customers. What reactions to a
price reduction are most usual?

No comprehensive study has been made on this subject. (One sur-
vey, conducted by Purchasing magazine, is in process.) One can be
confident that not all buyers in a trade will react similarly to a price
reduction- possibly substantial differences in usual response are found
among industries. However, the consensus of informed opinion holds
that the most typical effect of a price reduction is to induce buyers to
seek (and they almost always obtain) the lower price from their usual
supplier. Under such circumstances, the price reduction will not
have helped the firm making it.

To understand this prevailing practice, one must recognize that
there are many intangible benefts to be gained from continuing to
deal with the firm one has patronized over a long period. Also, there
often would be some personal embarrassment in shifting suppliers
after a long period of pleasant dealings. Thus, it has come to be
expected-the "polite" thing to do-that a buyer will offer his regular
supplier an opportunity to match a concession tendered by another
source. Indeed, it seems that buyers will fail to do so only when they
have been quite dissatisfied with their present supplier and really
welcome an excuse to shift sources. '5Vhereas a buyer might be em-
barrassed to tell a longtime supplier that he is no longer going to
buy from him under ordinary circumstances, he would find it rela-
tively easy to do so if he felt that his regular supplier was charging
him "too much"-even though he knew he could have obtained a
similar reduction from his regular supplier if he had demanded it.

Another fairly common buyer response to a price reduction seems
to be to refrain from purchasing as long as possible in the expectation
that further price reductions can be won from the same or other sources
later. Generally, buyers are confident they would be notified before
prices were returned to their earlier level, though their confidence
would vary with the form of the price concession they had been of-
fered. The effect of a price reduction in such a case is to lower current
sales-precisely the opposite effect to the one desired by the price
cutter.

Some buyers may respond to a price reduction by increasing their
purchases out of fear that the price reduction would be withdrawn
speedily since no other firm has yet offered it. Certainly, the seller



ECONOMIC STrAB'IbrrY AND GROWTH

would try to achieve this effect, but he is unlikely to succeed in many
cases. The greater the optimism about the future outlook, the stronger
the inclination of the buyer to hasten his purchases. However, op-
timism is one of the rarest of commodities during recession.

If the foregoing discussion is valid, individual sellers have little
reason to expect to gain substantially by cutting price; consequently,
there is little basis for expecting that many will do so voluntarily.
Moreover, as is explained in the following section, price reductions
apparently do not do much to spur purchasing and therefore cannot
be expected to be a brake to recession or to speed revival.

VIII. TIHE GENERAL ECONOMIC EFFECTS OF PRICE CHANGES UPON SALES
DURING RECESSION

The conventional, and probably the majority, view holds that
prompt price reductions would offset wholly or in part the original
causes of a sales decline. In its simplest terms this view holds that
people can afford to buy more at low than at high prices and price
reductions increase the cost of savings by requiring the saver to forego
the consumption of more goods to save a given sum. For these rea-
sons, price reductions are believed to increase unit sales and total
expenditures and ultimately stimulate production.

Some eminent economists hold precisely the opposite view. They
regard price reductions as unstabilizing and likely to intensify a re-
cession. The main basis for this conclusion is that many buyers may
interpret price reductions as heralds of further reductions in price.
If these men are right, price reductions are signals to hold current pur-
chases to a minimum. Similarly, price reductions are very disquieting
to investors for they lower the anticipated rate of return.

Clearly, it is essential that this conflict be resolved and preferably
not by further assertions, however embellished they might be by in-
genious reasoning. Ait issue is a tactual question and one that can
and should be settled by reference to facts. Namely, how do persons
responsible for purchasing-whether on behalf of households, retail
establishments, distributors, manufacturers, or producers of raw ma-
terials-interpret and respond to price changes during early recession?
This committee could render a valuable service if it were to sponsor,
or at least inspire, empirical investigations to illuminate this question.
It probably is not too late to make such a study now because the memo-
ries are very fresh, the recession is not very old (even though we hope
it is near its end), and because in the case of business buyers there may
exist some documents which state the firm's buying policies and indi-
cate how they have been affected by the existence or absence of price
changes.

This writer emphatically does not know whether price reductions
stimulate or inhibit revival or balance; it is doubtful that their effects
are the same in all industries and they are unlikely to be the same as
they were even 25 years ago. Furthermore, the effect of a price reduc-
tion may depend primarily upon whether it comes before the fact of
recession is generally acknowledged or comes as belated acknowledge-
ment of a general weakening in demand.

Clearly an investigation of business pricing policies during recession
becomes almost pointless if there is no clear gain or loss from either
stable or highly volatile prices. For that reason, concentrated study
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of buyer reactions to price changes would seem to be a necessity. If
such a study were made, it should be made of all levels of industry
and of consumers and rely heavily upon personal interviews of a mod-
erately "deep" type. Also, such an investigation would particularly
seek out memorandums and policy statements that disclose manage-
ment's thinking about when to buy and how management actually
interpreted specific price reductions made by suppliers.

IX. ARE BUSINESSMEN'S PRIVATE PRICING POLICIES CONSISTENT WITH

PUBLIC POLICY DURING RECESSION?

Since we do not know the effects of price reductions on sales in all
market situations, we cannot tell whether businessmen would be bene-
fited or injured by speedy price reductions with the onset of recession.
Conceivably, businessmen would gain even as would the economy
generally from speedy price adjustments; in that case, there would
be a happy harmony of private and public interest. Proper public
policy would then simply require that businessmen be given assist-
ance and encouragement to do what was good for them.

If public policy is to be served by speedy price cuts during recession
either of two effects must be achieved. First, sales of that product
must increase without lowering the sales of anything else; or second,
savings on the purchase of that product must be devoted to the pur-
chase of something else-rather than to the reduction of debt or just
saved. High sensitivity of sales to a price reduction in itself would
not make a price reduction beneficial either to the economy or to the
individual businessman. Very possibly, his gain in sales at the lower
price would come at the expense of virtually certain sales at a future
date and at a higher price.

Thus, it is not clear that the public interest is served best simply
by a speedy increase in sales during recession that was induced by
price reductions.. One must inquire also into the full and longer
run effects. Specifically, a price reduction might speed up sales but
not increase them. Thus, to apply a brake to a decline might come
at the expense of delaying or taking the steam out of the upswing.
Revival might be impaired in two ways: First, by having shifted
purchases forward in time and thereby lowering the level of demand
at a later date; second, by making prices low and production unprof-
itable with the effect that investment becomes less attractive. In
this roundabout way we see that a proper public policy regarding
price during recession should not be framed solely with respect to
stopping recession. The measures used must be such that subsequent
revival is not impaired. One would want to avoid a policy that
stopped a recession moderately quickly but kept output on a reduced
level.

It is beyond the scope of this paper to discuss the economic develop-
ments during a recession that foster subsequent revival. Recessions
do, in some ways, though not in all, set the scene for revival. They
generally are characterized by inventory decumulation, postponement
of purchases, deferred maintenance, and so forth, which ultimately
result in increased purchasing. If, by some change in pricing
arrangements, these developments do not take place or are cut short,
one must expect the subsequent revival to be altered, if it comes at all.
The vital distinction suggested here is between price actions which
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would prevent a business downswing from cumulating-which pro-
duces no benefits for the future-from developments which contribute
to revival. Recession cumulates as reductions in income suffered by
one group spread to other groups as they curtail purchases. Per-
haps the most direct and effective remedy does not lie at all in the
area of price changes but in changed money disbursements.

Thus, there is no necessary conflict between public and private
interest with respect to pricing during a recession. On one hand, the
public interest is not always served simply by applying a brake to
recession. On the other hand, businessmen might gain by price reduc-
tions which strongly stimulate sales and w-hiclh shorten a general
recession. We have found no basis for expecting many businessmen
to reduce price voluntarily during recession. Price reductions con-
trary to the businessman's interest will be resisted-often success-
fully. Since most major industries are characterized by close inter-
dependence of rivals, no one could hope to effect a gain at his com-
petitor's expense by cutting price. Consequently, only dire necessity
(a shortage of cash or an actual threat of bankruptcy) and short-
sightedness will lead businessmen to cut prices in such situations.
If we were to try to combat recession by compelling early price
reductions, it would be necessary to rely upon extensive Government
price fixing-a solution that would create far more problems than
it would solve.

Another alternative-that of creating markets where there are so
many producers that they will not strongly be affected by the actions
of any one-would involve even more drastic governmental actions.
You just cannot chop up existing firms into lots of smaller ones; what
is more, Congress wouldn't do it even if it would mitigate recessions.

We must accept a structure of industry much like the one we have
at present for quite a few recessions to come; we must also accept
the fact that Drice reductions will be as delav-d and as small as busi-
nessmen can make them. We must, therefore, find a solution for
recession in another area; namely, by changing expenditures and in-
come through tax, monetary, and social-security policies. We just
do not know enough about the effects of price reductions to undertake
the drastic programs needed to insure that they come about. There
is even a real danger that volatile prices during recession injure
rather than benefit the economy. There is no need to completely
overhaul the Nation's industrial structure to mitigate recession. We
have far quicker, easier, and more promising solutions.

X. PRIVATE PRICING POLICIES AND THE DISTRIBUTION OF THE BURDENS
OF RECESSION

The discussion up to this point has dealt with the relationship be-
tween private pricing policies and the duration and severity of reces-
sion. Recessions have another aspect that must be considered: The dis-
tribution of the burden of recession among individuals and economic
groups. Business pricing policies influence the distribution of personal
income, for a reduction in prices shifts income from the seller to the
buyer; conversely, when prices are increased, the seller gains to the
detriment of the buyer. Accordingly, private pricing policies have a
fairly straightforward effect upon income distribution and an unclear
influence upon the course of a recession. Thus, a mitigation of recession
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could possibly require an aggravation of income inequality. Faced
with such a choice, there might be genuine reasons for knowingly ac-
cepting a somewhat longer and more severe recession, if it shared its
economic and human costs very equitably.

The foregoing discussion has stressed that prices are reduced very
late and unwillingly during recession by most businessmen. To the
extent that businessmen maintain prices in the face of declining Per-
sonal income, they aggravate the loss of real income by persons whose
income has been reduced by recession beyond what it would be if prices
were to decline. A reduction in prices would compel businessmen to
share the burden of recession with other groups whose personal incomes
were reduced.

It must therefore be recognized that pricing policies during recession
must not be evaluated exclusively by the test of how they would influ-
ence the duration and severity of recession. However, it probably
would turn out that even concern for equitable sharing of the burdens
of recession would not call for a change in existing pricing methods-
measures that operate through changes in the income stream would
seem far more appropriate and efficient. Whatever methods one favors,
it does not alter the point that the economic costs of recession must be
shared as equitably as possible.

XI. RELATIONSHIP BETWEEN PRICING POLICIES FOR RECESSION AND FOR
ECONOMIC GROWTH

Private price policies are, and inevitably must be, adopted largely
without regard to broad national objectives, as was explained. If pri-
vate pricing olicies either quicken or impair economic growth, it is
quite by accident. Indeed, even if private businessmen tried conscien-
tiously to adopt pricing policies that would spur economic growth, it
is not clear how these policies would be identified. In some cases,
growth would be fostered most by prices that made investment in the
industry very attractive; such prices presumably would be relatively
high compared to costs. In other cases low prices relative to costs
would spur growth most by speeding buyer acceptance of the product.
It is very difficult to know in any specific case which policy would be
most favorable to economic growth. A businessman who is financially
involved in the product is not likely to be a good judge. Moreover, it
is not clear that the Nation can legitimately expect him to add this
concern to his others-even if he were competent to do so and could be
objective.

Thus, the conclusion again emerges that social objectives-whether
they be economic stability or economic growth-cannot be pursued
effectively through private pricing policies. Business objectives and
policies are neither regularly consistent or inconsistent with these broad
social objectives. If those objectives are to be attained, a national pol-
icy will have to be devised in spheres outside the pricing area. Other-
wise, it will be necessary to build so many constraints into our present
industrial arrangements that we will erect a fundamentally changed
economic system. Such an outcome would not be objectionable if the
changed economy were superior to the present one. I would expect it
to be far worse.
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VII

RELATIONSHIPS BETWEEN PUBLIC POLICIES,
PRIVATE PRICING POLICIES, PRICE CHANGES,

AND PRICE RELATIONSHIPS
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VII. Relationships between public policies, private pricing policies,
price changes, and price relationships

A. How do Government policies, (a) tax structures, (b)
spending programs, (c) antitrust enforcement, (d)
price maintenance, (e) types of monetary controls, and
(f) direct Government support through development-
al, insurance, or guaranty programs, enter into pric-
ing policy decisions ?

B. Through what mechanics does public policy affect costs
of productive resources and the proportions in which
they are used?

C. Through what mechanisms does public policy affect in-
dividual demand choices?
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PRICE EFFECTS OF TAX CHANGES

George E. Lent, Amos Tuck School of Business Administration,
Dartmouth College

Government taxing and spending policies play a powerful role in
determining the general level of prices. Tax collections of $105
billion by all governments of the United States in 1957 indicate the
magnitude of this role. These taxes absorbed about one-quarter of
the gross national product.

All taxes transfer income from the taxpayer to the government.
Because of this "income effect," any tax depletes private money income
by the amount that it increases government revenues. Thus, a direct
tax such as an income tax reduces the purchasing power of the person
legally liable for its payment. Similarly, an indirect tax such as a
sales tax tends to absorb the income of the one who bears its final inci-
dence. The doctrine is generally accepted that an excess of tax reve-
nues over government expenditures tends to be deflationary, and that a
budget defcit tends to be inflationary.

This paper is not concerned with the income effects of taxes, how-
ever, but with their so-called "announcement effects." 1 These refer to
the process by which a tax may be shifted from the legal taxpayer to
others through reallocation of resources and changes in prices. A tax
may be shifted forward to others through an increase in price, or
shifted backward through lower prices paid for the factors of produc-
tion. Thus a business may influence its income-tax liability, within
limits, by restricting production and raising the price of its products;
and a brewer may shift an excise tax on beer by reducing output and
increasing its price to cover the tax. A necessary condition for the
shifting of a tax is a relative contraction in the supply of the com-
modity or service taxed.

The degree to which taxes affect the supply of resources so as to
permit a price change varies with the type of tax. A poll tax, for
example, is a fixed charge on a person which cannot be transferred to
others. Some excises may be accompanied by price changes in the
short run. (This is a period long enough to permit a desired change in
output without altering the scale of plant.) Others, such as income
taxes, may affect prices only in the long run.

The following discusses the current theories of how the principal
types of taxes in the United States affect prices. Because of the un-
settled nature of much of this theory, the conflicting views will be
presented. To avoid possible side issues, it is assumed that changes in
tax rates are accompanied by an increase or decrease in government
expenditures equivalent to the change in tax revenues.

' See A. C. Pigon, A Study in Public Finance (London: Macmillan, 1947), p. 55.
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PERSONAL INCOME TAXES

The personal-income tax is the chief support of the United States
tax system. In 1957 personal income taxes of the Federal, State, and
local governments amounted to over $37.3 billion and accounted for
almost 36 percent of all government tax revenues (table 1). Of this
amount, $35.6 billion was collected by the Federal Government and
$1.8 billion by the State and local governmients. Personal-income
taxes, therefore, have important implications for the economy in terms
of their potential effects on aggregate purchasing power and prices.

TABLE 1.-Federal, State, and local tale collections, 1957
[Billions of dollars]

Type of tax Total Federal I State 2 Local S

Individual income ------ --- 37. 3 35.6 1.6 0.2
Corporation income-22.2 21.2 1.0Sales and excise - ----------- --------------- -- 19.7 10.5 8. 3 .9Property -------- 11.8 .5 11.3Payroll -7.6 7.6
Licenses ----- ----------------- ---------------------- 2.8 2.2 .7Death and gift -1.7 1.4 .3Severance - --- ----------------------------- 4 .4
Other taxes and customs -. 9 .8 .2 -----------

Total tax collections-104.4 77.0 14. 4 13.0

I Net of refunds.
Preliminary.

3 1956 collections.

Sources: The Budget of the U. S. Government for 1959; The Budget in Brief, 1959; U. S. Department ofCommerce, Detail of State Tax Collections in 1957; U. S. Department of Commerce, Summary of Govern-
mental Finances in 1956.

Taxes on wages, salaries, and similar compensation can affect
prices-directly or indirectly-only through their effect on the supply
of labor. From the worker's point of view, an increase in income tax
is equivalent to a reduction in wages. It is, therefore, subject to
similar wage rate considerations that influence a choice between the
amount of work offered and leisure.

If the short-run supply of labor is in fact responsive to changes
in wage rates, a tax increase may reduce the "price" of leisure.2 That
is, the lower wages may reduce incentives to work in favor of greater
leisure. Such a reallocation of resources, by which leisure is substi-
tuted for work, is known as the "substitution" effect of a tax. It
would reduce the supply of labor offered and thereby tend to increase
wages. Carried to its logical conclusion, higher wages would raise
labor costs and eventually result in higher prices of goods and services.

In general, however, the substitution effect of an income tax in-
crease tends to be offset by its "income" effect. Because of pressures
to maintain living standards, higher income taxes may induce even
greater effort in order to restore the previous take-home pay level.
Studies of Douglas and others support the belief that more, rather
than less, unskilled labor will be offered in the market at lower wages.

2Duncan Black, The Incidence of Income Taxes (London: MacMillan and Co., Ltd.,1939),pp. 157-167.
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The supply of higher skills may be relatively fixed. 3 This inelasticity
of supply may reflect the institutional rigidities of employment in
the United States, where wages and hours are established for fixed
contractual periods, with little flexibility in hours of work. It more
probably reflects heavy commitments to support families at a fair
standard of living and to meet current obligations, leaving little free
choice between work and leisure. Some flexibility may be seen in
the case of working wives, absenteeism, "moonlighting," and overtime
work. Census data, for example, indicate that 1 out of every 20
workers in the United States holds down more than 1 job.4

On balance, it may fairly be concluded that the supply of labor in
general is relatively inelastic and not very responsive to changes in
wages. For the industrial worker, income tax increases tend to en-
courage longer hours of labor; for more skilled and professional
workers they may lead to some net decrease in effort. If this hypothe-
sis is correct, an increase in income tax, even with high marginal rates,
does not reduce the aggregate supply of labor services so as to lead to
discernible increases in wage rates and prices in general.

However, an income tax increase may bring about demands for wage
boosts in certain industries where labor is well organized. Such de-
mands may be especially encouraged when income tax withholding re-
sults in an immediate reduction in take-home pay. Their success will
depend largely on the comparative bargaining power of labor and
employers, and the extent to which employees have not previously
pushed their wages to the maximum. If workers in particular indus-
tries succeed in raising wages as a result of higher taxes, the tax
is shifted forward to employers. Such higher labor costs, in turn,
may be followed by higher prices of the commodity produced. The
outcome of such particularized price increases would therefore be
equivalent to the effect of an excise tax, discussed below.

Notwithstanding some reallocation of resources and possible shift-
ing of the personal income tax in particular areas, it -would be fair to
conclude that the incidence of an income tax on wages and salaries
in general tends to remain where it is legally imposed. The disincen-
tive effects of the tax with respect to the substitution of greater
leisure for labor tend to be offset by greater efforts to restore income
in order to meet fixed commitments and maintain living standards.
Personal income tax changes thus have no appreciable effects on the
general level of prices.

PAYROLL TAXES

Substantial taxes, based on payrolls, are collected each year to fi-
nance social security benefits and unemployment and disability in-
surance. In 1957 total payroll tax revenues amounted to $7.6 billion,
or about 7 percent of all United States taxes.

3 For a good summary of these wage theories, see G. F. Break, Income Taxes, Wage Rates,
and the Incentive To Supply Labor Services, National Tax Journal, VI, 4 (December 1953),
Pp. 333-352. A recent study of British solicitors and accountants indicates that the

incentive" effects of high taxes may be more than offset by disincentive effects, but not
enough to be of any economic signifcance. G. F Break Income Taxes and Incentive To
Work, American Economic Review, XLVII, 5, September 1957. In another recent Interview
survey of 1,429 workers in England and Wales, 75 percent of the men and 60 percent of
the women were of the opinion that the income tax tended to have a disincentive effect In
reducing output. Royal Commission on the Taxation of Profits and Income: Second Report
(London, 1954), p. 108.

'U. S. Department of Commerce, Current Population Reports, Multiple Jobholding: July
1957, series P-50, No. 50, February 1958.



ECONOMIC STABILITY AND GROWTH

Part of these taxes are assessed on employers and part on employ-
ees. Old age and survivors insurance taxes are divided equally be-
tween employee and employer (except for taxes on the self-employed,
levied at 150 percent of the employee rate), and virtually all unem-
ployment insurance taxes are paid by the employer.

Payroll taxes on employees, presently assessed at 2'A percent of
wages and salaries up to $4,200 annually, are akin to income taxes.
However, since they are used to finance retirement and survivors'
benefits to be received in the future, their income ind disincentive
effects on the supply of labor are probably negligible.

Employers pay not only social security taxes on payrolls, at a rate
of 21/4 percent of wages and salaries up to $4,200 annually, but also
unemployment insurance taxes up to a 3 percent or more of payrolls.
The latter range from 0.3 percent to over 3 percent, depending on
State law and the unemployment experience rating of different in-
dustries. The average rate is probably near 1 percent of payrolls.

Payroll taxes thus vary with wages and become imbedded in the
cost of production. The fact they are assessed more or less uniformly
on all employers in the same industry facilitates their shifting, and
they become reflected in the prices of goods and services. Since the
rate changes are small and they rest on a variable cost-labor-such
shifting tends to take place in the short run.

TAXES ON BUSINESS INCOME

Business income taxes include principally taxes on corporations,
amounting to about $22.2 billion in 1957, of which all but $1 billion
were collected by the Federal Government (table 1). In addition, an
indeterminable amount of individual income taxes, discussed above,
were assessed and collected on business proprietorships and partner-
ships.5

Theoretical considerations
According to the classical view a tax on business income cannot af-

fect prices either in the long or short run because it rests on an eco-
nomic surplus, that is, profits. Since pure profits are not an element
of cost, it was held, a change in income tax has no effect on the supply
of goods, and therefore could not be shifted. It is increasingly recog-
nized, however, that the concept of taxable business income is not the
'profits" of classical theory but includes substantial elements of cost,

or imputed interest and wages of management that are essential to at-
tract capital and management to business.6

Because such noncontractual interest is a fixed cost, which has only
a limited influence on short-run capital adjustments, income tax
changes are generally held to affect prices only in the long run. In
the short run, under competitive conditions, a tax change would have
no effect on prices. Firms would maximize their profits by continu-
ing to produce at the same rate as before, up to the point where the
cost of producing an additional unit equals the market price. Individ-
ually they are too small to influence prices in their industry by a
change in production; competing firms thus have no opportunity to
shift the tax on income through higher prices.

5In 1953, unincorporated businesses reported total net income of $21.6 billion. U. S.
Treasury Department: Statistics of Income for 1953, Partnership Returns; Statistics of
Income for 1953, Individuals.

6 D. Black, op. cit., ch. II.
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Neither does a monopoly, in theory, have an opportunity to shift an
income tax in the short run. If a monopoly is already maximizing
its profits before tax, any attempt to shift the tax through higher
prices and lower output would be self-defeating. This conclusion
would be modified, in practice, to the extent that a full monopoly price
is not in fact being charged, whether for strategic business or political
reasons. (Regulated monopolies such as public utilities generally fall
within the latter category; they are treated more fully below.)

American business is not characterized by either of these extremes of
pure competition or monopoly, but by an imperfect or monopolistic
competition. As in the case of other businesses, such firms are pre-
sumed to maximize their profits at a price where the cost of producing
an additional unit is equal to the additional revenue from its sale.

Because of differentiated products or brand name, a firm may have
some control over the price it charges, subject to the reaction of its
competitors. Where there are a limited number of producers, each
with an appreciable share of the market, the price policies of one are
closely followed by others.

Many economists are inclined to the view that firms operating under
these conditions generally adjust prices to take account of changes in
income taxes.7 If they are already maximizing their profits before
tax, a change in tax would appear to preclude a change in price. How-
ever, market conditions are such that the optimum price is rarely at-
tained in practice. Frequently the "correct" price will be determined
only through trial and error and, because of business or political con-
siderations, it is frequently set below what the market will bear. A
significant factor affecting return on investment, such as a higher
income tax rate, may therefore occasion a new look at prices. Since
competitors are subject to the same tax change, a price adjustment
by a leading producer is likely to be followed by the others. The like-
lihood of such price following is apt to be greater where there are only
few rivals, that is, under oligopolistic conditions.

One approach to such a policy is explained by so-called full-cost
pricing. According to this policy, a firm will determine the price
of a product by adding a certain percentage for "profit" to its variable
units cost and share of overhead. If the business regards income tax
as a part of costs to be recovered, it will add an additional amount to
cover an increase. Prices would then be raised and production re-
stricted to reflect the higher income taxes on profits.

Over the long run, higher taxes on income tend to be reflected in
higher prices, not only in monopolistic industries but also in highly
competitive ones. In reducing the net return to investors, the tax
impinges on minimum returns on capital necessary to attract new
investment. The supply of equity capital-internally and exter-
nally-will tend to be restricted until the normal return on invest-
ment is restored to that available in competing uses.

This tendency is evidenced in the capital budgeting policies of
many businesses, which invest only in projects yielding more than
a minimum rate of return after income tax. The General Electric Co.,
for example, has indicated it limits new expansion to projects that
"have prospects of earning a return of at least 7 percent of sales,

7 For an excellent review of current thought, see B. U. Ratchford and P. B. Han, The
Burden of the Corporate Income Tax, National Tax Journal,X,.4. (Iecember 1957).
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after taxes, or 20 percent return after taxes on money invested in any
particular expansion." 8 Other companies, in establishing a maximum
"payoff" period for the recovery of capital after taxes, implicitly
provide for a lower limit to the rate of return on new projects.
Such a minimum return tends to be fixed by a company's cost of capi-
tal as determined by the ratio of earnings per share to market price
and cost of borrowing.

If the above analysis is correct, taxes on business income, through
their restrictive effect on new investment, tend to be reflected in higher
prices over the long run. Because of price increases (or higher turn-
over) profits tend to rise to a level which, after taxes, are sufficient to
attract new capital. The business income tax thus tends to be in-
corporated in the price structure as an essential economic cost. While
the tax is paid out of the profits of the owners, it is really borne by
the consumer in higher prices or by labor in lower wages. (The
latter development is less likely in an expanding economy and full
employment.) However, although more and more economists be-
lieve that the corporation income tax tends to be shifted in the long
run, this is a very uncertain position and opinions vary widely.9

Ernpirical studies
The results of empirical studies in this area are no less uncertain

than the conclusions on theoretical grounds. Because of the virtual
impossibility of determining what prices and net profits would have
been in the absence of corporation tax changes, all such studies are
inconclusive.

These investigations have been based both on the opinions and
policies of businessmen and statistical analyses of corporation earn-
ings. In a survey of businessmen made by the National Industrial
Conference Board in the late 1920's, industry was overwhelmingly of
the opinion that the tax was not shifted in higher prices.10 A more
recent conference board survey of whether the corporation income tax
had a "conscious influence" on price policies indicated no change in
the predominant view that the tax has no effect on prices."'

One of the most thorough statistical studies was made in England
by W. H. Coates, who concluded that changes in profit margins over
a period of years, 1912-23, did not evidence a shifting of the tax.' 2

More recently, attempts have been made to determine the long-run
effects of changes in corporation tax rates on the profits of corpora-
tions in the United States. One such study of trends in earnings of

The New York Times, May 5, 1957.
D Shoup seems inclined to the view that the tax rests for the most part on the owners of

common stock but concedes the possibility that the tax is shifted in part through higher
rices. C. S. Shoup, Some Considerations on the Incidence of the Corporation Income Tax,

Konrnal of Finance, vol. VI (June 1951), p. 187. Goode, an acknowledged authority on the
corporation income tax, rejects the idea that income taxes are shifted in the short run or
long run, except by monopolistic firms not previously maximizing their profits. R. Goode,
The Corporation Income Tax (New York: John Wiley & Sons, Inc., 1951), ch. 4. Mus-
grave, while concluding on theoretical grounds that the tax is not shifted, has nevertheless
assumed that almost half the tax may be shifted forward in higher prices and backward In
lower wages. R. A. Musgrave, J. J. Carroll, L. D. Cook, and L. Frane, Distribution of Tax
Payments by Income Groups: A Case Study for 1948, National Tax Journal (March 1951),
IV, No. 1, p. 16. Among those who believe the tax is shifted in the long run are D. Black,
J. P. Weston, D. Bodenhorn, K. W. Poole, G. Coim. and H. M. Somers.

10 While 128 frms indicated that the tax was shifted, 449 firms believed it was not shifted.
The Shifting and Effects of the Federal Corporation Income Tax, vol. 1 (New York: Na-
tional Industrial Conference Board, Inc., 1928) pp 153-157

n Against 58 Yes replies, 162 answered No." Effects of Taxes on Corporate Policy
(New York: National Industrial Conference Board, Inc., 1943), pp. 57-62. 90-100.

'- Memorandum on the Incidence of the Income Tax, Appendixes to the Report of the
(Colwyn) Committee on National Debt and Taxation, 1927.
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manufacturing companies over the period 1927-52, based on statis-
tics of income data, concluded that "the level of taxation has had no
discernible effect on the rate of return on investment * * *," and that
the " * * corporate tax had become a part of the long-run horizon
of profitmaking firms." 's

Although changes in the relevant factors such as turnover and
profit ratios appear to be consistent with this hypothesis, the violent
gyrations in production and prices over the period of the great de-
pression and two wars greatly distort comparisons. Temporary ex-
cess-profit taxes during the latter period, as well as changes in the
concept of income-especially the use of accelerated amortization
during the war years-must also be taken into account. Similar com-
putations for the same group of companies in 1954, after expiration
of the excess-profits tax, showed a lower rate of return than was
realized in any but the poorest income years 1932-34, 1938, and 1945,
when corporation profits were greatly depressed. Convincing evi-
dence of the shiftability of an income tax has yet to be presented.

Regulated industries
While the effect of income taxes on prices of industrial goods re-

mains unsettled, it can be said with some confidence that income taxes
on public utilities are shifted forward generally in higher prices of

services. Public utilities are entitled by law to a fair return on in-
vestment, and regulatory commissions are required to include income
taxes in the cost to be recovered in the rates charged. 14 Income taxes
are thereby converted to the equivalent of a sales tax on consumption
of electric power, gas, water, telephone, and other services subject to
effective regulation. While the same principle applies to railroad
and other regulated transportation industries, the variability of their
profits and imperfect nature of the regulation produce some un-
certainty in the final result.

Because of the regulatory lag, utility prices may not be imme-
diately responsive to changes in corporation income tax and, in
periods of rising costs and declining net incomes, the tax rests more
heavily on consumption. In periods of rising incomes, whether due
to a declining price level or technological improvements, the tax cuts
into the owners' equity.

In 1955 Federal corporate taxes absorbed $980 million out of $8,360
million operating revenues of all electric utilities.15 This would indi-
cate that Federal income taxes, on the average account for approxi-
mately 12 percent of power and light rates. Similarly, Federal in-
come taxes are estimated to account for about 12 percent of telephone
rates.

SALES AND EXCISE TAXES

Sales and excise taxes comprise another important category of
government revenue. In fiscal 1957, total Federal, State, and local
sales-tax collections amounted to about $20 billion, or almost 20 per-
cent of all United States tax receipts. The Federal Government ac-
counted for $10.5 billion of this total, and State governments $8.3

1'E. M. Lerner and E. S. Hendriksen, Federal Taxes on Corporate Income and the Rate
of Return on Investment in Manufacturing, 1927 to 1952, National Tax Journal, IX, No. 3
(September 1956).

eanlveston Elect-c Co. v. City of Galveston, 250 U. S. 388 (1921).
I5 Federal Power Commission, Statistics of Electric Utilities in the United States, 1955.
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billion. Local governments raised about $1 billion from this source.The principal Federal and State excise taxes are summarized in table2. n addition, 32 States levy general sales taxes ranging from 1
percent to 3 percent of retail sales.

With Federal excises on liquor at $10.50 per 100-proof gallon, andState excises averaging over $1.50, taxes alone may account for asmuch as two-thirds the retail price. Combined Federal and Statetaxes on cigarettes of around 11 cents a pack (8 cents Federal, 3 cents
State) typically account for about one-half the price of cigarettes.
The proportion of tax is somewhat lower in the case of gasoline, beer,
and other heavily taxed items. The 10 percent Federal manufactur-
ers' excise tax on automobiles is estimated to be around 6 percent of
suggested retail prices; the tax averages about $200 and amounts to
approximately $150 on lower priced models.

Conventional price theory holds that an excise or general sales tax
becomes a part of the variable cost of production-similar in most re-
spects to other variable costs-and will be reflected in the sellingprice as a result of the shifting process. Since a higher price can be
realized only through a relative contraction in the supply of the com-
modity taxed, this shifting process may take time to complete, de-
pending on such factors as competitive conditions and elasticity ofsupply and demand for the product.

TABLE 2.-The prineipal Federal and State sales taxces

State tax rates
Federal rate

Typical Range

cigarettes --- --------- S- 8 cents pk. of 20 -- 3 cents -- 1 cent to 8 cents.Distilled spirits ----- -- ------- $10.10 per gallon------------- ------------Fermented malt liquors $9 per barrel- $1 to $1.50 -- $0.50 to $10.Gasoline 2 cents per gallon -- 5 cents - 3 cents to 7 eotRs.Admissions -10 percent - - 2 percent- 1 percent to 10 percent.Local telephone service -do ---- -- ----- do -- 1 percent to 7 percent.Transportation of persons doTransportation of property -3 percentManufacturers Excises:
Passenger automobiles-10 percent - 2 percent I-- 1 percent to 3 percent.!Radio and television sets - -do do. - Do.,
Mechanical refrigerators - 5 percent -do.' Do.'Electrical and gas appliances - do ---------- ----- do.- Do.'Cameras, lens and films- 10 percent -do.' Do.'Retailers Excise Taxes:
Jewelry --- do -do. - Do.!Luggage -- ----- do -do.' -!-- Do.'Furs ------------------------- do- ----- do.!- Do.!Toilet preparations -- do -do. Do.'

I Subject to State general retail sales taxes.

Firms operating under highly competitive conditions will attempt
to pass along an increase in tax by restricting output. But they maynot fully succeed until industry resources are diverted to other prod-
ucts and some firms leave the industry. Part of the tax increase maytherefore be absorbed in the short run, but it may not be fully shifted
for a long time.

In the case of selective excises on commodities such as cigarettes,
liquor, beer, and gasoline-which make up the bulk of excise revenue-
relatively few producers provide a better opportunity to recoup a tax
increase through price adjustments. Since the tax is imposed uni--
formly there is reasonable assurance that all competitors will raise
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prices by the same amount. Through such "implicit collusion" the
price increase may be more or less than the amount of the tax rise
depending on industry supply conditions, elasticity of demand, and
other factors.

The elasticity of demand for a product greatly influences the shift-
ability of a tax. The relatively inelastic demand for cigarettes, gaso-
line, and automobile tires facilitates price increases through limiting
necessary adjustments in output. Since elasticity of demand depends
largely on the existence of close substitutes, the ability to pass on a
tax through higher prices also depends largely on the degree of uni-
formity in taxation of all consumption. The broad coverage of a
general manufacturer's or retail sales tax, for example, greatly assists
in shifting the tax to consumers. The fact that retail sales taxes are
also stated separately facilitates their shifting.

When sales taxes are levied at any point in the distribution process
below the retail level, prices may be increased by more than the amount
of the tax. The application of standard markups to the tax included
in the cost of goods received by wholesalers and retailers results in
so-called pyramiding. While such pyramiding may be minimized
in time, through the competitive process, this process is likely to be
slow. At a minimum, distribution costs-and therefore prices-would
tend to be raised by the carrying charges on the tax included in work-
ing capital (inventories and accounts receivable). A retail levy
virtually eliminates pyramiding.

Treasury Department and other studies of excise tax increases show
that prices are generally raised by an amount greater than the tax,
particularly in the case of distilled spirits, beer, and tobacco. More
recently a study was made of the reduction from 10 percent to 5
percent in the Federal manufacturers' excise tax on electrical and gas
appliances, April 1, 1954.16 This survey indicated that manufacturers'
suggested retail prices are not usually changed in the exact amount of
the change in tax. Despite wide differences in the policies of different
firms, the listed, price changes support the view that excise taxes
tend to be pyramided.

Although sales taxes clearly result in higher prices of goods
taxed, it is not clear that the general price level is thereby raised.
While the income effect of the tax in transferring purchasing power
to the Government would appear to be similar to that of a proportional
income tax, there is no agreement on the general price and allocation
effects of an excise tax.

The view has recently been advanced that taxes on sales do not
increase the general price level?7 According to this theory, an excise
tax reduces the money earnings of a firm and brings about a restric-
tion of output and reduced demand for labor and other factors of pro-
duction. This reduced demand, in turn, lowers wages and the prices
of other factors so as to allow the same expenditures as before to in-
clude the tax payment to the Government. There is no increase in
the general price level, whether a general sales tax or specific excise
tax is involved. In the case of the latter, an increase in price of the
taxed commodity, made possible bv restrictions on output, may be

"J. F. Due, The Effect of the 1954 Reduction In Federal Excise Taxes Upon the List
Prices of Electrical Appliances, National Tax Journal, VII, No. 3 (September 1954).

'7 H. G. Brown, The Incidence of a General Output or Sales Tax, Journal of Political
Economy, XLVII (April 1939) B E. R. Rolph, The Theory of Fiscal Economics (Berkeley
and Los Angeles: University of California Press, 1954), pp. 123-171.
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offset by lower prices on other goods and services, particularly if
demand for the taxed article is inelastic.

Although this conclusion is valid in theory, its usefulness depends
on the validity of the assumptions made that markets are perfectly
competitive and that factor supplies are perfectly elastic. Moreover,
it appears to ignore the effect of the Government expenditures of the
tax receipts on the demand for labor and other factors of production.
To the extent demand is thereby maintained, factor prices would not
fall, and a necessary condition for holding the general price level
steady would be lacking.

PROPERTY TAXES

Property tax revenues in 1956 are estimated at $11.8 billion, of which
all but $0.5 billion were collected by local governments. This repre-
sents about 11 percent of national tax collections.

The shiftability of taxes on property is determined largely by the
nature of the property subject to tax. The extent, if any, to which the
tax may result in higher prices depends in part on the elasticity of sup-
ply of the property taxed-whether land, buildings, or personal prop-
erty. It also depends on the economic relationship involved in its
use, whether owner occupied or leased, and whether used for business or
personal purposes.

In 1957 residential properties accounted for about 40 percent of all
assessed valuations in the United States; farm and acreage properties,
12 percent; and commercial, industrial, and public utility property
about 29 percent. Personal property of all types accounted for about
17 percent of aggregate assessed valuations. These 1957 assessment
values are summarized below.18

Type of property Amount Percent
(billions)

All State and local assessed property '---- 1 $279.4 100.0Real property - ---------------------------------- 232.2 83. 1
Residential (nonfarm) ---------------------------- - - - --- -- - (113. 5) (40. 6)Acreage and farm properties (----------------------- 33. 7) (12.12)
Commercial and industrial (including public utilities) -------------- (80. 6) (28. 8)
All other and unallocable - ---------- (4.4) (1. 6)

Personal property - ---------- 47.2 16.9

iIncludes about $7 billion tax-exempt property.

It is not believed possible to shift a property tax on agricultural
land values. The value of agricultural land is determined by its dif-
ferential yield with respect to land lying on the margin of cultivation.
The tax therefore falls on an economic surplus, rather than cost, and
does not affect the amount of goods produced. Assuming the land.is
cultivated at its maximum yield, the return from its use cannot be en-
hanced through a restriction of output. Similar principles apply to the
incidence of tax on urban land values.

Taxes on residential property tend to be paid by the occupier. In the
case of owner-occupied houses there is no economic relationship by
which the tax may be shifted. In the case of rental property, however,
property tax increases sooner or later result in higher rentals. While

is Ut S. Department of Commerce, Bureau of the Census, Property Tax Assessments inthe United States (Dec. 16, 1957).
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the increases may be absorbed by the owner in the short run, the supply
of rental housing tends to be checked to permit a fair return on invest-
ment, after property taxes and other costs.

Similarly, taxes on business property tend to raise prices of the goods
and services sold. Property taxes are a fixed cost, no different in effect
from other fixed costs of business. Property tax increases would there-
fore tend to be absorbed by businesses in the short run, but are covered
in the long run through higher prices. They are therefore similar to
excise taxes in their long-range effects on prices.

EFFECTS OF TAXES ON COST OF LIVING AND WAGE ADJUSTMENTS

To the extent that tax changes are reflected in the general price level,
they tend to have secondary effects on wages and other prices. This is
particularly true of wage agreements based on escalator clauses which
provide automatic pay increases for specified percentage point in-
creases in prices. It would also be true of support prices paid farmers,
based on parity with industrial prices.

Because items entering into the BLS Consumers' Price Index are
heavily weighted by commodities and services subject to Federal and
State and local sales and excises, changes in these tax rates are of more
than ordinary concern to the economy. Virtually all of the major ex-
cises enter into the prices of consumers' goods, including liquor, beer,
gasoline, tobacco, automobiles, general admissions, telephone service,
and transportation. Tobacco products alone account for a weight of
about 2 percent. Some idea of the importance of Federal manufactur-
ers' and retailers excises is indicated by the 0.2 percentage point re-
duction in the Consumers' Price Index which accompanied the billion
dollar post-]Korean excise tax reduction, effective April 1, 1954.19 The
effect of corporation income tax changes on prices charged by regu-
lated utilities and other industries, while indeterminable in amount, is
also of some concern to the economy.

The treatment of taxes, including taxes on personal income and sales,
has been one of the principal issues in the measurement of changes in
the cost of living. One question relates to the propriety of including
taxes in an index employed to measure living costs; the other is a ques-
tion of public policy. Using an index that reflects tax changes for the
escalation of wages would have the effect of shifting the burden of
taxes from labor to employers and ultimately to consumers generally.

The present practice of including only sales or excise taxes was
strongly supported in 1951 by the House Committee on Education
and Labor, in its report on the Consumers' Price Index of the Bureau
of Labor Statistics.20 The committee concluded:

We do not believe that it is advisable for any one occupational group of the
public to have an automatic offset for such payments (income tax). The effect
of incorporating income taxes in an official index used for wage-escalation pur-
poses would be to relieve those workers covered by the escalation from the
burden of all further increases in income taxes, and would, as a result, throw
a larger burden of the cost of Government upon other segments.

"BLS monthly release for April 1954. The major reductions then Included taxes on
admissions ($200 million), local and long distance telephone service ($350 million), jewelry
($101 million), and transportation of persons (S95 million).

" U. S. House of Representatives, hearings before a subcommittee of the Committee on
Education and Labor. House Doc. 404. 82d Conz.. 2d sess.
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It is of interest that Sweden publishes 2 indexes, 1 including all
relevant changes in taxes, and the other excluding all tax changes
so far as they can be segregated from price.

SUMMARY

The full impact of a tax on prices can be determined only by an
analysis of its income and announc'cment cffccts. All taxes have an
income effect in the transfer of money income to the Government.
And a tax may be shifted through a price change if it affects the
terms of choice of the taxpayer with respect to the allocation of re-
sources. The above analysis was confined to the latter process by
which changes in major types of taxes may be "shifted" in higher
(or lower) prices, and the implications of such shifting for the general
price level.

Tax revenues of governments in the United States absorb about
25 percent of the gross national product. Of the $105 billion col-
lected in 1957, individual income taxes accounted for about 35 percent;
corporation income taxes, about 22 percent; sales and excise taxes, 19
percent; property taxes, 11 percent; and payroll taxes, about 7 percent.
The balance of 7 percent was derived from licenses, severance taxes,
customs, and miscellaneous other sources.

While it is known that taxes of this magnitude have an important
impact on prices and production, there is no agreement on the extent
of the price effects of particular taxes. For some taxes, no price
changes are likely; other types may be shifted within the short run;
still others may be fully shifted only in the long run-a period long
enough to alter the scale of plant.

It is generally believed that personal income taxes have negligible
effects on prices. While a reduction in wages due to higher taxes may
reduce worker incentives, and therefore the supply of labor, the re-
duction in incomes may induce greater effort in order to meet com-
mitments and maintain living standards. Except possibly for more
highly skilled and professional workers, the supply of labor is rela-
tively inelastic, and personal income taxes have no perceptible effect
on wages and salaries. However, in industries where labor is rela-
tively strong, tax increases may lead to demands for wage rises. If
successful, higher labor costs would tend to result in higher prices.

Payroll taxes on employees are akin to income taxes in their effects
on the supply of labor and wages. Partly because they are related
to retirement and related benefits, they are even less subject to shifting.
Payroll taxes on employers, however, become a part of variable
production costs and tend to be reflected in higher prices.

Many economists are inclined to the view that taxes on business in-
come lead to long-run price increases. To this extent, the corporation
income tax is a sales tax in disguise. Since corporate profits include
costs of capital and management that are essential to business invest-
ment, there is some theoretical support for this view. Except in the
case of regulated utilities, however, there is no clear evidence.

Prices of goods tend to be raised by the amount of excise and sales
taxes. Producers may absorb part of the tax in the short run and
succeed in shifting it fully only after reallocation of industry re-
sources, including the exit of some firms. This adjustment depends
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on competitive conditions and the elasticity of supply as well as
demand for the product. There is substantial disagreement as to
wvhether partial excises or a general sales tax result in an increase in
the general price level.

Thle shiftability of property taxes depends on the nature of the
property taxed and its economic relationships. While taxes on the
value of land are not considered shiftable, taxes on improvements to
land tend to be reflected in higher rentals or in higher prices of goods
and services.

Tax induced price increases tend to have secondary effects on wages
and other prices. This is particularly true when they are incor-
porated in the consumers' price index and reflected in higher wages
based on escalator clauses in wage contracts. It is also true of farm
parity prices based on the prices of industrial goods. Wage esca-
lator provisions directly affect only a small part of American labor,
but wage increases of this group tend to have a chain reaction on
wages in other industries.

The tracing of price changes attributable to changes in tax rates
is thus uncertain in theory and frequently indeterminable in prac-
tice. Except in the case of excise and sales taxes, there is a wide di-
vergence in theoretical views and conclusions. And even here there
is no agreement with respect to effects on the general price level.



MONETARY POLICY AND THE STRUCTURE OF
MARKETS

Warren L. Smith, University of Michigan

The results produced by monetary policy are conditioned in im-
portant ways by the structure of the complex chain of markets by
which its effects are conducted. In this paper I shall consider some
significant aspects of market structure which seem to affect the per-
formance of monetary policy. For the most part, my attention will
be focused directly on financial markets, but I shall be interested
almost entirely in showing how the functioning of these markets
affects the markets for goods and services that lie behind the financial
facade.

I shall illustrate most of my points by reference to the 1955-57
period of credit restraint. Partly, this is because the 1955-57 experi-
ence constitutes the most vigorous effort to use flexible monetary
policy that we have made in many years; moreover, it is quite gen-
erally agreed that monetary policy can serve more effectively to check
inflation than to stimulate recovery from a recession or depression.
In any, case, I think most of my anlysis applies, with appropriate
modification, to the use of easy money as an economic stimulant, and
I shall refer briefly to that aspect of the problem in the concluding
section.

I. FINANCIAL INSTITUTIONS AND THE OVERALL EFFECTIVENESS OF

M1ONETARY RESTRICTION

The Government securities market plays an extremely important
role in the functioning of monetary policy. It is the market in which
the Federal Reserve System conducts the open market operations
which are its most powerful and flexible weapon of credit control.
Perhaps more important, however, it is the market in which financial
institutions and others affected by monetary policy conduct the com-
pensating operations by means of which their asset portfolios are
rearranged in line with changed conditions.

The importance of the Government securities market in the na-
tional economy was greatly increased as a result of the huge growth
of the public debt during World War II. Government securities
are held in large amounts by all classes of investors, including banks
and other financial institutions. The organization of the market is
very efficient and the degree of competition is great. The size of the
market is so great in relation to the holdings of most of the par-
ticipants that none but possibly the largest institutions can exercise
any significant influence over the price of their own operations. The
dealer market has been strengthened and the efficiency of the market
undoubtedly increased by the practice of the Federal Reserve, initi-
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ated several years ago, of confining its open market operations toshort-term securities, chiefly Treasury bills.'
It has been argued that the growth of the Government securitiesmarket and the increase in its efficiency, together with the great im-portance of large financial institutions, have considerably strength-ened the influence of the Federal Reserve by providing a sensitivemedium which rapidly transmits the influence of its measures to allsectors of the economy. Moreover, large institutional investors arevery sensitive to small changes in interest rates and security prices,and it is said that the Federal Reserve can rely upon this sensitivityas a means of influencing the supply of funds these institutions makeavailable to the private sector of the economy.2
While there is doubtless some truth in these contentions, I believethe growth of the public debt and the improved efficiency of the Gov-ernment securities market have also served in important ways toreduce the effectiveness of monetary policy. Transactions in Gov-ernment securities provide a means by which banks, financial insti-tutions, and other investors can rearrange their asset portfolios in sucha way as to elude the Federal Reserve's attempts at control, or at leastto postpone their impact for a considerable time. My argument iswell illustrated by reference to the 1955-57 period of credit restraint.Between December 1954 and September 1957, the publicly heldmoney supply (demand deposits and currency) declined by $1.1 bil-lion; on a seasonally adjusted basis, it increased by $5 billion, or 3.9percent-at little more than 1 percent per year. Thus, the FederalReserve succeeded in keeping the money supply under fairly tightcontrol. But, despite the limited growth of the money supply, thenet amounts of credit outstanding in various forms to the privatesector of the economy increased by very large amounts. Total bankloans increased by $27.7 billion or 32.3 percent, business loans of com-mercial banks by $13.4 billion or 49.8 percent, outstanding consumercredit by $11 billion or 34.1 percent, and nonfarm mortgage debt by$37.6 billion or 35.6 percents

We are usually told that bank credit expansion adds correspond-ingly to the supply of money. In light of this, how was it possiblefor the banking system to expand its loans by roughly $28 billionwhile the money supply was changing very little? Table I summar-izes the chief factors affecting the money supply (checking accountsand currency) during the period December 31, 1954, to September 25,1957. This table indicates that two major developments tended tooffset the effect on the money supply of the tremendous loan expan-sion. One was a growth of time deposits of $12.4 billion. To thisextent, funds created by loan expansion wound up in time and savingsdeposits, or else existing funds were shifted to time or savings ac-counts, thus reducing the growth of the money supply. The growth

I On the rationale of the "bills-only" policy as a means of strengthening the marketand improving Its self-sufficiency see United States Monetary Policy: Recent Thinking andExperience, hearings before the Subcommittee on Economic Stabilization of the Joint Eco-nomic Committee, December 6 and 7, 1954 (Washington, 1955), especially pp. 15 ff..257-307. See also the comments and critical remarks of the Federal Reserve Bank ofNew York, ibid., pp. 307-331.
2 See R. V. Roosa, Interest Rates and, the Central Bank, in Money, Trade, and EconomicGrowth: In Honor of John Henry Williams (New York 1951), also Roosa's FederalReserve Operations in the Money and Government Securities Markets (Federal ReserveBank of New York, 1956).aAbout half of the growth of consumer credit occurred during 1955 when automobilesales hit an alltime high of 7.9 million units. And the growth of outstanding mortgagedelbt slowed down considerably In 1956.
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of time deposits normally goes on continuously and absorbs relatively
little in the way of bank reserves, since reserve requirements are much
lower for time than for demand deposits.'
TABLE I.-Factors affecting the money supplv,' December 81, 1954, September

25, 1957
[In billions of dollars; (+ ) denotes increase, (-) decrease in money supply]

Increase in bank loans----------------------------------------------- +27. 7
Decrease in holding of United States Government obligations by com-

mercial and savings banks----------------------------------------- -14. 0
Increase in time deposits…-------------------------------------------- -12. 4
O ther factors, net…--------------------------------------------------- -2 . 4

Change in money supply--------------------------------------- -1. 1
Money supply= demand deposits adjusted+currency outside banks.

Source: Federal Reserve Bulletin, December 1957, p. 1376.

The other and more interesting factor and the one I wish to empha-
size was a reduction of $14 billion in bank holdings of United States
Government securities. 5 Banks obtained roughly half of the funds
they employed in loan expansion by selling United States Government
securities to nonbank investors. To the extent that they did this, of
course, the money supply was not expanded because the sale of secu-
rities destroyed money which was merely recreated by the lending.

A few years ago there was much concern about the inflationary
effects of monetization of public debt by the banking system. By
analogy, it might seem at first glance that the 1955-57 demonetization
of the debt-shifting it out of the banking system-would be anti-
inflationary. Or, looking a little more carefully and observing that
the bank sales of public debt were accompanied by increases in loans
to the private sector, thus leaving total bank earning assets and the
money supply unchanged, one might conclude that such operations
would be neutral in their effects. But even this view is, I believe,
quite oversimplified and incorrect. Taken by themselves, sales of
Government securities by the banking system to other investors could
be expected to have some restrictive effects, since they reduce the money
supply and push up interest rates. Loan expansion, on the other hand,
is strongly inflationary, because it creates money which in most cases
is promptly used to finance income-generating expenditures. The
combined operation of liquidating securities and expanding loans will
be inflationary on balance unless the security sales reduce income-
generating expenditures as much as the loans increase them. This is
conceivable, of course-the rise of interest rates could induce contrac-
tion of expenditures and use of the funds thus released to buy the
securities being offered for sale by the banks. To this extent, the
active portion of the money supply is not increased-it is reduced by
the security sales and increased by the lending-and the total amount

IIt is interesting to note that time deposits grew with exceptional rapidity during 1957
expanding by $5.5 billion between December 31, 1956, and September 25, 1957. (FederalReserve Bulletin, December 1957, p. 1376.) This rapid growth is probably attributable tosharp increases in interest rates on time deposits. It is very doubtful whether this growth
represents a significant increase in total saving; much of It probably reflects shifts fromother forms in which accumulated savings were held. including demand deposits. To the
extent that shifts did occur from demand to time deposits, the expansion power of the
banks was Increased due to the lower reserve requirements on time deposits.

6 The security sales were most rapid In 1955 and tapered off gradually in 1956 and 1957.In part, this probably reflects a slowing down in the growth of loan demand as the expan-
sion leveled off, especially in 1957. In addition. it appears grobable that the banks gained
a substantial amount of excess reserves as a result of sh its of funds from demand to
time deposits in the latter year. (See footnote 4.)
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of spending is little affected, although its direction may be signifi-
cantly changed. I do not believe, however, that it is reasonable to
expect such results. I suggest rather that the deposits extinguished
by the security sales are likely to be largely idle deposits. These de-
posits are then recreated through len ing and promptly inserted
directly into the spending stream. The net result of the operation is
to leave the money supply unchanged but to increase the velocity of
monetary circulation by expanding the fraction of the money supply
that is being actively spent at the expense of the fraction that is being
held idle.6

Of course, the rise in interest rates caused by bank sales of Govern-
ment securities tends to be communicated to all sectors of the capital
market and this may cause some postponement or cancellation of
planned expenditures. Moreover, the rise in open market interest rates
increases the cost of funds to the banks, and we may expect them to
pass at least part of the increase in cost on to their customers by
increasing their interest charges on loans. This, in turn, may discour-
age borrowing. Substantial interest rate increases did occur during
the period under consideration. The probable effects of these increases
will be discussed in the ensuing section of this paper.

Portfolio adjustments by nonbank financial institutions can have
effects similar to those discussed above. For example, between De-
cember 1954 and September 1957, insurance companies sold $2.4 billion
of Government securities, using the proceeds to buy securities of
businesses and State and local governments and real-estate mortgages.
To the extent that nonbank investors bought Government securities
from insurance companies using previously idle balances, such trans-
actions served to substitute active for idle deposits and increase
velocity.

One of the arguments that has been stressed in connection with
monetary poliev in recent vears is that the fall in securitv prices
caused by a restrictive credit policy will induce banks and other finan-
cial institutions to hold onto Government securities in order to avoid
realizing capital losses instead of selling such securities and using
the proceeds to make private loans or buy private securities. This is
an important one of the means by which a small rise in interest rates
is supposed to reduce the supply of funds available to finance private
spending. Clearly this so-called "locking-in" argument was not sub-
stantiated by the behavior of banks and insurance companies during
the 1955-57 period. Even if the argument has logical validity (and
this is a debatable question), the effect is likely to be weak in the case of
banks because they normally hold large amounts of short-term secu-
rities whose prices fluctuate little and in the case of insurance com-
panies because it usually would take only a slight additional increase
in interest rates, on private debt to overcome such "locking-in" effects
as might be present. 7

For an elaboration of this argument, see my article. On the Effectiveness of MonetaryPolicy, American Economic Review, XLVI, September 1956, pp. 588-606, especially pp. 600-604. Some other ways in which velocity may be increased during periods of credit re-
straint are discussed in H. P. Minsky, Central BankinL and Money Market Changes, Quar-
terly Journal of Economics, LXXI, May 1957, pp. 171-87.

7 On the "locking-in" effect, see Influence of Credit and Monetary Measures on EconomicStability. Federal Reserve Bulletin, March 1953. pp. 219-34; Smith, op. cit., p. 589-93;
C. R. whittlesey, Monetary Policy and Economic Change, Review of Econompcs and Sta-tistics, XXXIX, February 1957, pp. 35-36.
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Between December 1954 and September 1957, the banking system
sold a large amount of Government securities, as we have seen. Valued
at par, the reduction of bank holdings amounted to about $12 billion.8
Insurance companies reduced their holdings by nearly $3 billion, non-
financial corporations sold about $3 billion, and the Federal Reserve
System reduced its holdings by nearly $2 billion in the process of limit-
ing the growth of bank reserves. Total sales by these 4 groups thus
amounted to about $20 billion. Who bought this large volume of Gov-
ernment securities? The largest bloc (amounting to about $10 billion
at par value) was absorbed by the Federal Government itself, either
through debt retirement or through purchase by the Treasury invest-
ment accounts. The Treasury had a cash surplus in excess of $10
billion during the period, and this surplus was used to retire debt held
by the public. It may be noted that while the cash surplus undoubtedly
had important anti-inflationary effects, the use of the surplus to retire
or buy up debt took some of the sting out of the restrictive monetary
policy of the Federal Reserve. The remainder of the $20 billion of
Government securities sold by the groups mentioned above was ab-
sorbed by State and local government units (nearly $3 billion); indi-
vidual investors (about $5 billion); and miscellaneous investors,
including savings and loan associations, dealers and brokers, foreign
accounts, corporate pension funds, and nonprofit institutions (about
$2 billion).9 This shift in the ownership of Government securities,
about which it would be interesting to have more detailed knowledge,
appears to have played an important role in the process of mobilizing
the existing supply of loanable funds, thus offsetting to a considerable
extent the restrictive measures taken by the Federal Reserve.

If the argument outlined above is correct, we would expect to find
that the velocity of monetary circulation increased during the period
of credit restraint. Income velocity "' did rise from 2.84 in the fourth
quarter of 1954 to 3.26 in the third quarter of 1957, an increase of
about 15 percent." In fact, the 1955-57 inflation can be described
as primarily a "velocity inflation." The Federal Reserve succeeded in
keeping the money supply under quite strict control. As a result of
the rising demand for money combined with the restricted supply, in-
terest rates rose substantially. The rise in interest rates appears to
have induced a more intensive utilization of the existing money supply,
reflected in an increase in velocity. The transfer of Government secu-
rities from banks and other financial institutions to nonfinancial in-
vestors, discussed above, seems to have constituted an important part
of the mechanism by which velocity increased. Of course, the anti-
inflationary effects of the credit tightening were not entirely elimi-
nated by these reactions, but I believe the "leakage" was very sub-
stantial. In the next section of this paper, I shall attempt to judge

8 The change in book value, as indicated in table I. was $14 billion.
9 These figures are taken from the Treasury surveys of ownership of Government securi-

ties. See Federal Reserve Bulletin, December 1957, p. 1392.
°5 Income velocity measures the rate (number of times per year) at which money is spent

on gross final output (transactions included In gross national product). It is computed
by dividing the gross national product seasonally adjusted annual rate, by the seasonally
adjusted money supply (demand deposits adjusted and currency outside banks). Data
were taken from various issues of the Federal Reserve Bulletin.

u Federal Reserve data on deposit turnover indicate that a similar increase occurred
in transactions velocity (which measures the rate of spending for all transactions rather
than merely gross national product expenditures). Transactions velocity, seasonally ad-
justed. increased by an average of about 19 percent for all centers covered by the Federal
Reserve survey between December 1954 and September 1957. Federal Reserve Bulletin,
March 1955, p. 282, and December 1957, p. 1374.
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the probable effects of credit restriction on the expenditures of some
of the major sectors of the economy.

The reactions we have been discussing are not confined to the 1955-57
period. Throughout the postwar period changes in velocity have con-
sistently been more important-in most cases very much more import-
ant-than changes in the money supply, during both upswings and
downswings of business activity.12 Moreover, the changes in velocity
have systematically operated to accentuate fluctuations and to offset in
part the effects of a monetary policy directed at the maintenance of
stability.

H. STRUCTURAL EFFECTS OF MONETARY POLICY

The effects of monetary policy vary from one sector of the economy
to another. The effects on a particular sector depend on many things,
including the financing practices that prevail in that sector, the struc-
ture of the financial markets which channel funds to the sector, the
structure of the markets in which the sector sells its output and buys its
factors of production, the nature of Government regulation or controls
which may constrain the sector's behavior, and so on. Taking account
of such factors as these, I shall consider the effects of monetary policy
on various parts of the economy. My analysis will be based for the
most part on the 1955-57 period of credit restraint. As a starting
point, table II shows the absolute and relative changes in various
components of the gross national product between the fourth quarter
of 1954 and the third quarter of 1957.
TABLE II.-Composition of gross national product," fourth quarter 1954 and

third quarter 1957

4th quarter 3d quarter Change Percent
1954 1957 during change

(billions) (billions) period during
(billion p)eriod

Gross national product -$367.7 $440.0 $72.3 19.7
Personal consumption expenditures -241.2 283.6 42.4 17.6

Durable goods ---- --------------- 30.4 35.0 4.6 15.1Nondurable goods and services -210. 7 248.6 37.9 18.0
Gross private domestic investment -51.9 66.5 14.6 28.1

Residential nonfarm construction -15. 1 14.0 -1.1 -7.3Other construction -14.5 19.0 4.5 31.0Producers' durable equipment -21.7 30.5 8.8 40.1Change in business inventories -- --- ---- .5 3.0 2.5 (2)
Net foreign investment --------------- .3 3. 2 2.9 (2)
Government purchases of goods and services 74.4 86.7 12.3 16. 5

Federal national security -- ------ 40.2 45. 8 5.6 13. 9Other Federal, net- 5.5 4.8 -. 7 -12. 7State and local ----------- 28.7 36.1 7.4 25.8

X Seasonally adjusted annual rate.
' Percentage change not meaningful.
NOTE.-Detail may not add to totals due to rounding.
Source: Department of Commerce.

U Smith, op. cit., pp. 600-601. It seems especially noteworthy that in the period ofInflation right after World War II, from the first quarter of 1947 to the fourth quarterof 1948, the money supply increased by less than 1 percent, while income velocity increasedby 17.5 percent. Interestingly enough, this is the period during which it is often impliedthat the Federal Reserve policy of supporting bond prices resulted in a rampaging, uncon-trolled increase in the money supply.
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It is apparent from table II that the driving force of the 1955-57
boom was a large increase in expenditures on fixed capital and con-
struction. The largest relative increases were registered by pro-
ducers' durable equipment, construction other than residential non-
farm, and State and local government expenditures."3 The increases
in Federal national security expenditures and in net foreign invest-
ment are also large enough in absolute amount to be important. The
increase in the level of expenditures in these 5 categories together
amounted to about $29 billion. The increase in personal consumption
expenditures was of course even larger ($42 billion), but it seems
probable that most of this increase was generated by the increase in
income itself-i. e., that it was a manifestation of the operation of the
multipliers Of course the increases in expenditures in real terms
were much smaller than those shown in table II, which are valued
at current prices. It may be noted that, in general, prices rose most
rapidly in the sectors-e. g., capital goods-where the increases in
expenditures were greatest.

Where did restrictive monetary policy make itself felt? I shall
consider its probable effects on several major categories of expendi-
tures, beginning with residential construction.

Residential construction
Table II shows that residential nonfarm construction is the only

major category of private expenditures that actually showed a decline
over the period. Housing starts rose in 1955 to 1.3 million, the second
highest annual level on record, and declined thereafter. Total resi-
dential housing expenditures declined less rapidly than housing starts
due to rising building costs and a tendency to build more elaborate
houses.

Changes in the basic nonmonetary determinants of housing demand
do not seem sufficient to account for the decline. Changes in the cost
and availability of mortgage funds due to the general tightening
of credit probably played a major part. The main impact appears
to have fallen on residential building financed by FHA-insured and
VA-guaranteed mortgages, the latter having been hit especially hard.
Between 1955 and 1957, the amount of nonfarm mortgage recordings
of $20,000 or less declined from $28.5 billion to $24.2 billion, a drop
of 15 percent. During the same period, the amount of FHA-insured
home mortgage loans made declined from $3.1 billion to $2.3 billion,
a drop of 26 percent, and the amount of VA-guaranteed home mort-
gage loans fell from $7.1 billion to $3.8 billion, a decline of 46 percent.' 5

The decline in the amount of Government-backed mortgage loans
appears to have been approximately great enough to account for all
of the decline in mortgage recordings, indicating that the amount of
conventional mortgage loans was about the same in 1957 as in 1955.
Other scattered data also indicate that this may well have been true.

The reason for the heavy impact of tightening credit on the volume
of Government-supported mortgage loans is that interest rates on
these loans are subject to ceilings established by law or administrative

'a Change in business Inventories and net foreign investment had such small values In
the initial period that the large percentage changes have little meaning.

a No doubt there was a feedback effect-rising sales of both consumer goods and invest-
ment goods stimulated a further rise In investment spending.

Is Federal Beserve Bulletin, February 1958, pp. 178-179.

23734-58-----33
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decision."' As interest rates on competitive investments such as Gov-
ernment and business securities rose during 1955-57, these investments
became more attractive to investors and the supply of funds was
diverted away from Government-supported mortgages.1? Since the
problem arose from a diversion of the supply of funds, it is not sur-
prising that measures designed to stimulate demand by reducing
ownpayments and extending permitted maturities under the Gov-

ernment programs did little to stimulate building
Interest rates on conventional mortgages are not subject to any

ceilings and are free to move in pace with other interest rates. Rates
on such mortgages apparently did rise substantially during the 1955-
57 period. Assuming that other terms (downpayments and maturi-
ties) were not liberalized, the fact that conventional mortgage re-
cordings held up well suggests (although, of course does not prove)
that the demand for mortgage money-and therefore expenditures
on housing-is not very interest-elastic. This is not surprising, since
a moderate rise in the interest rate has quite a small effect on the
monthly payment required to finance the mortgage, which is probably
the main factor influencing the decision of the buyer. Furthermore,
even if demand is interest-elastic, the effect of a rise in the interest rate
can usually be offset by a rather slight lengthening of the maturity
of the loan.

Thus, it appears that the sensitivity of residential construction to
monetary policy is largely accounted for by a very special institu-
tional factor. It might even be said that this is not really an in-
stance of the working of general monetary policy at all but rather
a result of the existence of a built-in selective credit control which
automatically channels away part of the supply of funds as interest
rates rise. It may be noted that, in a period of tight credit, part
of the funds so channeled away may be used to finance other forms
of spending, so that the reduction in aggregate spending may be less
than. nigh1t at first appear. nhe effect may be more on the pattern of
expenditures than on the size of the total.'
State and local government expenditures

State and local governments are alleged to have been seriously
affected by the credit restrictions of 1955-57. New construction ac-
tivity by such governmental units has been steadily increasing in
importance in the last few years rising from $7.8 billion in 1954 to
$9.6 billion in 1957.' The amount of new state and local government
security issues sold for cash was at an all-time high level of $7 billion
in 1954, fell quite sharply in 1955 and 1956-despite increases in con-

'8Government-backed mortgages may sell at discounts in the market so that lenders are
able to earn yields higher than the nominal interest rates. But builders commonly have
to absorb the discounts themselves, since Government regulations constrain them from
passing the costs on to buyers.

17 The interest rate ceiling for FRA-Insured loans was adjusted upward to 5 percent in
December 1956. Even this increase in the rate, however, failed to restore its position In
the interest rate structure, and the available supply of funds continued to be small. Never-
theless, it may be noted that the decline was considerably more severe for VA-guaranteed
mortgages, where no adjustment in the permitted rate was made.

1s If, as I contend, most types of spending are little affected by changes in the cost and
availability of funds anyway, the diversion of funds away from mortgages may do little to
increase other forms of spending. In fact, I believe this is the case, which is one reason
why I favor increased use of selective controls, as indicated later in this paper.

19 Economic Report of the President, January 1958, p. 152.
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struction expenditures-but rose to $6.9 billion in 1957.' Actually,
these figures substantially overstate the net amount of funds obtained
through the capital market, since they make no allowance for the sub-
stantial amounts of old securities retired out of tax revenues by some
governmental units.'

The high cost of funds unquestionably caused some borrowing by
State and local governments to be canceled or postponed. A study
by the Investment Bankers Association, covering the 9-month period
July 1956 to March 1957, indicated that about $0.5 billion of bonds
were not sold as scheduled, but a substantial portion of these were
reoffered and sold at a later date during the period.2 2 However, this
study covers only issues which reached the offering stage-no one
knows the volume of issues canceled at earlier stages of the borrow-
ing process.

t is very difficult to judge the extent to which the cancellation or
postponement of bond issues results in a corresponding reduction
or postponement of State and local government spending. The pro-
ceeds of some of the issues may be intended for repayment of bank
loans or refunding of outstanding securities. To the extent that the
proceeds are designed to finance income-generating expenditures, some
of these expenditures may be financed by drawing down liquid assets
or by borrowing from the banking system or other sources. Further-
more, there is a lag between the raising of funds and their expendi-
ture, and the postponement of issues may serve mainly to shorten the
length of this lag.

In order to judge with much confidence the effects of monetary
restraint on State and local government spending, we would need to
know a great deal more than we do now about the factors that in-
fluence the spending decisions of these governmental units, including
the elements that influence voters in passing upon proposed bond
issues. However, it is possible to discern some institutional features
of State and local government borrowing that might give it some
sensitivity to credit conditions. One such feature is the existence of
legal limitations which commonly establish ceilings on the interest
rates that can be paid. Such ceilings, like those on mortgage inter-
est rates referred to earlier, result in a diversion of funds to other sec-
tors as interest rates rise. Another feature that might account for
some disproportionate effect is the fact that State and local govern-

9D Federal Reserve Bulletin, February 1958, p. 174. It may be noted that the high total
for 1957 may be partly attributable to quite heavy offerings in October, November, and
December, when yields were falling rather sharply after having reached a peak In
September.

21 Perhaps the best data available are those Included In the Federal Reserve flow-of-funds
accounts. In 1954 these accounts show that capital acquisitions by State and local govern-
ments amounted to $9.2 billion. Of this amount, $7.6 billion was financed by an excess of
nonfinancial receipts over other nonfinancial expenditures. Net new issues of State and
local government obligations brought In $4.4 billion. Net accumulations of financial assets,
including curren:y. deposits, and securities (and Incorporating statistical discrepancy),
amounted to $2.9 billion. In 1955 capital acquisitions increased to $10.1 billion. The
"current surplus" Increased by $0.5 billion to $8.1 billion. Security Issues declined by
$0.7 billion to $3.7 billion. Accumulation of financial assets (together with discrepancy)
declined by $1.2 billion to $1.7 billion. In 1956 capital acquisitions increased further to
$11.2 billion, the "current surplus" rose to $8.7 billion, security issues declined to $3.4
billion, and accumulation of financial assets dropped to $0.9 billion. Thus, during the
period 1954-56, State and local governments were able to finance Increasing capital
expenditures while at the same time reducing their reliance on the security markets,
because they increased their current tax surpluses and reduced their rate of accumulation
of liquid assets. Flow-of-funds data for 1957 are not yet available. (Federal Reserve
Bulletin, October 1957, pp. 1190-1192.)

21 IBA Statistical Bulletin, April 1957, pp. 1-4.
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ment securities are exempt from Federal income taxes. In order to
market a large volume of issues in a time of credit tightness, it may
be necessary to appeal to financial institutions and investors in lower
tax brackets, to whom the tax exemption is less valuable than it
is to the investors in high tax brackets who have traditionally been
the chief investors in such issues. If this is the case, interest rates
on State and local government issues may have to rise even more
than interest rates on other types of securities.23

Business investment expenditures: General
The 1955-57 period was characterized by a rapid and steady growth

of capital expenditures by the private sector of the economy. Table
II indicates that expenditures on producers' durable equipment in-
creased by nearly $9 billion or 40 percent (seasonally adjusted annual
rate) between the fourth quarter of 1954 and the third quarter of
1957, while construction expenditures other than residential nonfarm
increased $4.5 billion or 31 percent during the same period. How
effective was tight money in slowing down this rapid expansion of
capital goods spending? I believe (a) that there is very little direct
evidence that it had much effect and (b) that there is considerable
basis for the view that most private investment spending is, in gen-
eral, quite insensitive to monetary policy measures.

Business expenditures for new plant and equipment on a seasonally
adjusted basis increased steadily each quarter from the first quarter
of 1955 to the third quarter of 1957, the net increase over this period
amounting to $12.1 billion or 47 percent.2 4 As the supporters of mone-
tary policy are always quick to point out, this rapid and continuous
growth of private investment does not, by itself, demonstrate that
credit restrictions did not have strong effects. Obviously, demand
curves for capital goods were shifting outward under the impetus of
the boom-this is evidenced by the fact that there was simultaneously
an increase in interest rates and an increase in investment expendi-
tures. Conceivably investment would have increased much more
rapidly than it did if credit had not tightened. One cannot prove
anything by reference to statistics of this kind-nevertheless I believe
they are worth looking at.

Such real evidence as there is concerning the sensitivity of business
investment to changing credit conditions lies elsewhere than in a
consideration of the immediate statistics. In part, I believe it can
be found in a consideration of the nature of investment decisions,
together with the institutional framework within which such deci-
sions are typically made. In addition, there is a considerable amount
of systematic empirical evidence which has been accumulated in
recent years and to which I shall refer later.

One fact, primarily institutional, which considerably weakens the
effect of monetary policy on business investment is the predominance
of internal financing. Depreciation allowances and retained profits
have amounted to about 60 percent of total sources of corporate funds
during the last 3 years. In 1955, 1956, and 1957, funds derived from
these sources amounted to 99, 83, and 78 percent, respectively, of total
plant and equipment outlays.25 In principle, decisions to invest out

< The differential between yields on corporate bonds and yields on State and local
government bonds narrowed from 0.73 percent in December 1954 to 0.55 percent in Septem-
ber 1957 (Federal Reserve Bulletin).

U Economic Reports of the President, January 1957 and January 1958.
f Economic Report of the President, January 1958, p. 183, table F-59.
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of funds obtained internally might be influenced by interest rates if
businesses weighed the expected returns from plant expansion against
the returns that could be obtained from outside investments, but in
fact it seems certain that such decisions are almost entirely independ-
ent of interest rates.

It is doubtful whether even investment financed from external
sources is very sensitive to interest rates. It is interesting to note-
although, again, such statistics by themselves do not prove anything-
that the volume of new securities issued increased even more rapidly
than did investment expenditures in the period under review. Net
new issues of corporate securities increased from $5.9 billion in 1954
to $11 billion in 1957, an increase of 86 percent.26 Business invest-
ment decisions involve forecasts of business conditions over the pros-

pective life span of the investment. Such forecasts involve estimates
of product demand, wage rates and raw material prices, technological
changes and possible obsolescence of the equipment, changes in com-

petitive conditions, movements of general business, and so on, often
for a period extending many years into the future. Obviously such

forecasts are subject to a great deal of uncertainty. In view of this
uncertainty, it is difficult to believe that returns can be estimated with

sufficient accuracy so that the decision to invest would be affected by
a change of 1 or 2 percentage points in the corporate bond yield.2 7

Investments so marginal that their profitability would be imperiled by

such changes in interest rates would surely not have been under con-
sideration in the first place.

Another factor that reduces the sensitivity of investment to interest
rate changes is the market structure and pricing policies that prevail
in many of our largest industries. These industries, such as steel,
automobiles, chemicals, and so forth, are characterized by oligopolistic
market structures and rather rigid administered pricing practices
which in most cases result in prices below levels which fully maximize
short-run profits. The existence of unexploited monopolistic profit
opportunities permits such companies to raise prices to their customers
in order to pass along any increased interest costs they may incur.
It might appear at first glance that when this kind of adjustment
occurs, the rise in price would reduce the quantity of the firm's prod-
uct that it could sell, necessitating some cutback in production-or,
if consumer demand was highly inelastic so that the reduction in

sales was negligible, consumer purchasing power would be diverted
away from other products with anti-inflationary effect. However, we
must remember that if profits are maintained at their original level

(which is a reasonable assumption) aggregate income is increased by
the higher interest payments. Thus, if such adjustments are made
over a wide range of the economy, their mutually reinforcing effects
in raising demand curves for the various products are likely to pre-
vent any significant reduction in demand. Under such circumstances,
it is possible that there might be an "interest-price spiral," similar to
the much-discussed wage-price spiral-although of course, interest is

20 Ibid.
21 For a careful development of this point, see G. L. S. Shackle, Interest Rates and the

Pace of Investment, Economic Journal, LVI, March 1946, pp. 1-i7; also F. A. Lutz, The
Interest Rate and Investment In a Dynamic Economy, American Economic Review, XXXV,
December 1954, pp. 811-830.

21 This possibility is discussed in J. K. Galhralth, Market Structure and Stabilization
Policy, Review of Economics and Statistes, XXXIX, May 1957, pp. 124-133.
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such a small portion of total costs that the spiral would not be likely
to raise prices at a very rapid pace.29

In addition to passing along the increased cost of funds obtained
from external sources, firms possessing market control and unex-
ploited monopolistic profit possibilities may raise prices, thus increas-
ing profits, in order to have more funds available for internal financing
of investment at times when external sources of funds are squeezed
by tight credit. Moreover, in other cases, dividends may be reduced-
or not increased as much as they might otherwise be-in order to
acquire internal funds.30

I have indicated several important reasons for expecting investment
expenditures to be insensitive to changes in interest rates. A num-
ber of empirical studies of the factors influencinog investment have
been made in recent years. These studies are predominantly of two
types. One type is based upon replies by businessmen to questions
addressed to them either in personal interviews or through mailed
questionnaires.31 The other type relies upon econometric or statistical
analysis of data derived either from time series covering past periods
or from a cross-section of business firms during a single period, the
purpose being to isolate the factors-such as interest rates, profits,
sales, liquidity, and so on-which seem to be significantly associated
with investment.32 Limitations of space prevent me from attempting
a detailed review of the result of these studies. Suffice it to say that,
with very few exceptions, the overwhelming burden of the evidence
supports the arguments outlined above-that interest rates have very
little effect on investment decisions. There is, in general, little evi-
dence that investment is sensitive to interest rates and considerable
evidence that it is not.

Recently, more emphasis has been placed on changes in credit avail-
ability as the means by which monetary policy makes itself felt.
It is argued that when credit tightens lenders may raise their credit
standards and the conditions under which they will make loans. As
a result, borrowers find they are unable to obtain funds regardless
of the interest rates they may be willing to pay. Doubtless there is
something to this availability argument. However, its effectiveness
may be questioned if institutional investors, especially the banking
system, are readily able to shift the composition of their portfolios
from Government securities to private loans, as they did in 1955-57.

29 As income is redistributed away from other income shares toward the interest share
by this process, there may be some anti-inflationary effects if, as seems possible, the mar-
ginal propensity to spend out of interest income is less than the marginal propensities to
spend out of other income shares. This seems likely to be a negligible corrective factor,however.

30 Of course, the reduction in dividends would probably reduce consumption expenditures
to some extent but not by enough to offset the increase in investment. The total effect
would be closely analogous to the so-called balanced budget multiplier effect applicable to
a simultaneous increase in Government expenditures and reduction in taxes.

"The classical example of this type of study Is the famous survey (actually two surveys)made at Oxford University before World War 1I. (IT. Wilson and P. W. S. Andrews,
editors, Oxford Studies in the Price Mechanism, Oxford, 1951, pp. 1-74.) Although this
study was conducted in England rather than the United States and is now seriously out of
date, having been made during a depression period, I believe many of the individual
answers contain useful insights. The results of the Oxford survey as well as other studies

of the same general type are subjected to critical examination in W. H. White, InterestElaticty f Ivesmen Deandthe Case From Business Attitude Surveys Re-examined,
merican Economic Review, XLVI (September 1956), pp. 565-587. Although most of

White's criticisms are valid, I believe they fail utterly to destroy the presumption created
by these studies that investment is very little affected by interest rates.

S' A very useful summary of empirical studies of investment is to be found in J. R. Meyer
sad Edwin Kub, The Investment Decision (Harvard, 1957, ch. II and appendix, pp. 6-35).
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The supply of funds available to the private sector seems to be quite
expansible under pressure, and it is not so certain that many spenders
,viv1 find credit unavailable when they need it. Moreover, some of
the factors discussed above-such as the predominance and expansi-
bilitv of internal sources of funds-are applicable whether monetary
polity works through interest rates or through availability. Finally,
it should be noted that whether credit controls work through avail-
ability or through interest rates, their effects should show up in
econometric studies. At times when credit standards are raised and
credit availability is reduced as a result of a policy of credit restraints,
interest rates also rise. In fact, interest rates might be taken as
an indicator of the degree of credit availability. This being the case,
there should still be a relation between interest rates and investment
expenditures, although, of course, the explanation of this relation
would be different from the classical explanation based on the interest
rate as a cost factor. The fact, therefore, that there is very little
evidence from econometric studies of investment of any significant
relation between interest rates and investment expenditures casts
doubt on the availability doctrine as well as on the more orthodox
arguments emphasizing interest rates.

One final possible means by which monetary policy may communi-
cate its effects to the economy may be considered briefly. It is some-
times argued that the effects of monetary policy are mainly psychologi-
cal, i. e., that it produces changes in expectations that are stabilizing
in their effects. For example, even though planned investment sched-
ules are very inelastic to interest rates taken as a cost factor for various
reasons already indicated, it is still possible that credit tightening may
cause a marked reduction in investment spending by causing business-
men to revise downward their sales and profit expectations. The
question of the psychological effects of monetary policy has never been
satisfactorily analyzed and there are many facets to it. However, my
own feeling is that the psychological effects are rather more likely to
be destabilizing than stabilizing under most circumstances. Strong
Federal Reserve action to combat inflation is likely to be taken as one
more indication that inflation is in fact a probability and is, therefore,
likely to reinf orce an inflation psychology with respect to expenditures.
Moreover, as in the case of availability effects discussed above, psycho-
logical effects, if present to a significant degree, should be picked up
by econometric studies of investment.

Investment expenditures: Small business
Although general credit controls do not seem to affect business in-

vestment very much in the aggregate, there has been some discussion
recently concerning the possibility that they may discriminate against
smaller businesses. I believe there are some reasons for expecting
such discriminatory effects and a few bits of evidence that they may
have been present in the 1955-57 period. However, we are surpris-
ingly ignorant of the exact effects of monetary policy, and the evidence
is by no means conclusive. Perhaps the study of small business financ-
ing now being conducted by the Federal Reserve System will help to
clarify the situation.

Small- and medium-sized firms apparently rely even more exten-
sively on internal financing than large businesses do. At the same
time, to the extent that they do raise funds externally, they are more
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dependent on the banking system than large firms are, have fewer
alternative sources of funds, and seem, in general, to be more vulner-
able to the effects of tight credit. To the extent that larger firms do
need to use bank credit, they have access to a larger number of banks,
and the competition among banks for their business strengthens their
bargaining position and probably enables them to get better terms, as
well as greater assurance of getting the funds they need. Moreover,
large firms have access to the open market as a source of short-term
funds and to the organized security markets for long-term funds.
Smaller firms are limited in their ability to utilize the facilities of the
capital market, because they are not well known to investors except
perhaps within a limited geographical area. New firms, as well as
small firms, suffer disabilities in raising funds for growth and expan-
sion. Established and profitable enterprises are able to finance a large
portion of their needs from earnings retention. New firms in their
early years may not have the necessary profits to finance expansion
and their lack of credit standing makes it difficult to obtain funds from
external sources. It may also be noted that small firms which do not
possess market control may find it much more difficult to pass on
increased interest rates to their customers through price increases than
is the case with larger firms possessing a semimonopolistic market
position. And they may similarly find it difficult to raise prices intimes of tight credit in order to obtain more funds from internal
sources.33

Although data are not available on investment distributed by size
of firm, the quarterly financial reports for manufacturing corporations
prepared by the Federal Trade Commission and Securities and Ex-
change Commission provide some clues. According to these data, all
manufacturing corporations showed an expansion of gross property,
plant, and equipment accounts of $34.3 billion or 28.3 percent between
the fourth quarter of 1954 and the third quarter of 1957. The expan-
sion for corporations with total assets of $50 million and over was
$31 billion or 36.9 percent, while the expansion for corporations with
total assets of less than $50 million was $3.4 billion or 9 percent.
Thus it appears that during a time of general prosperity which should
have been most favorable for the growth of small business concerns,
such concerns have not been able to keep pace with larger enterprises.34
Consumer installment credit

Consumer installment credit deserves brief consideration. The
effects of credit restraint are not easy to discern in this field. Out-
standing consumer installment credit has been rising rapidly since
World War II, and experienced an exceptional expansion during the

a3 As a matter of fact, a firm that is maximizing profits to start with will obviously notbe able to obtain additional funds in this way. And small firms in relatively competitiveindustries are likely to be forced to maximize short-run profits in order to survive.
34 Federal Tradc Commission and Securities and Exchange Commission, Quarterly Finan-cial Reports for Manufaeturing Corporations. It should be noted that during 1953-54 thesame disparity in growth rates was present but it was very much smaller in degree.Between the third quarter of 1953 and the fourth quarter of 1954. gross property, plant,and equipment accounts for corporations with total assets In excess of $50 million increasedby 11.9 percent, while the increase for companies with assets under $50 million was 6.1percent. Thus, according to this measure, the larger companies expanded four times asfast as the smaller in the 1955-57 period and only twice as fast In the 1953-54 period.The shifting makeup of the size classes causes some problems, and probably understates thegrowth in both periods for the under-$50-milllion class, since the largest concerns in thisclass in any period are likely to expand beyond the class limit and enter the over-$50-million class.
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1955-57 period. However, by far the largest increase occurred in
1955, the growth in 1956 and 1957 being much smaller. Most of the
tapering of appears to have been due to the drop in automobile sales
after 1955. This drop can scarecly be explained by credit conditions,
however, since the terms on automobile loans continued to become
easier after 1955. Buyers of durable goods seem generally to be quite
ignorant of the finance charges they pay and insensitive to changes
in these charges. There are many consumer lending institutions,
including commercial banks and sales finance companies of varying
sizes. By and large, these lending institutions seem to be highly
skilled at obtaining the funds they need for lending to consumers,
shifting nimbly from one source of funds to another as conditions
change. Consumer durable goods dealers, who depend on credit to
stimulate a large volume of sales, are in a position to exert some
pressure on lenders to make an ample supply of credit available and
to keep terms easy. By and large, consumer installment credit seems
to be one of the areas least affected by general credit controls.35

Conclusion
Based on the arguments outlined above, I doubt that restrictive

monetary policy did more than touch the fringes of the private in-
vestment boom of 1955-57. Its effects appear to have been heavily
concentrated on residential housing construction, particularly that
part financed by government-supported mortgages, with perhaps some
further significant efects on State and local government construction
expenditures and capital outlays by smaller business concerns.

There has been some criticism of monetary policy on the ground
that it did have disproportionate effects on housing and school con-
struction. I believe this criticism is mistaken. In spite of the
restrictive effects of monetary policy, total new construction activity,
public and private, increased from $39.6 billion in 1954 to $47.2 billion
in 1957, a rise of 19 percent.3 6 As a result of this expansion of
demand, the Department of Commerce composite index of construc-
tion costs increased by 13 percent between December 1954 and Sep-
tember 1957. If monetary policy had not restrained demand, espe-
cially in housing, there is little doubt that costs would have risen
even more than they did. It would be difficult to demonstrate that
this would have been in the best interests of home buyers and local
government units desiring to build schools.

One could, however, argue quite cogently that the national welfare
might have been better served in 1955-57 if some of the marginal
demands of private investment had gone unsatisfied and if a some-
what larger fraction of the limited resources of the construction
industry had been employed in building more houses and schools. 37

r« See Board of Governors of the Federal Reserve System, Consumer Installment Credit,
6 volumes (Washington, 1957), especially pt. I, vol. I, ch. 13; pt. I, vol. II, supp. II; pt.

II, vol. I, pp. 298-423. For a su mmary of this material. see my review article, consumer
Installment Credit, American Economic Review, XLVII, December 1957, pp. 966-984,
especially pp. 973-979.

M Economic Report of the President, January 1958, p. 165, Table E-29.
8f It could also be argued that some slowing down of the pace of Investment In the later

stages of the boom would have helped to maintain a better balance between the growth of
the productive capacity of industry (which is augmented by Investment) and the growth

of effective demand, thus perhaps avoiding or at least postponing the recession which began.

late In 1957. On the problem of balanced growth. see my article. Mlonetary-Fiscal Pollcy
and Economic Growth, Quarterly Journal of Economics, LXXI, February 1957. pp. 36-55;

also Arthur Smithies, The Control of Inflation, Review of Economics and Statistics, HELIX,
August 1957, pp. 272-283.
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I believe myself that this argument has a special force as applied to
schools. However, I doubt whether monetary policy could have
accomplished such a shift of resources with the instruments available
toit.

m. CONCLUDING COMIMENTS

I have attempted to show that the functioning of monetary policy
is conditioned by the structure of the markets by which its effects
are conducted and by various institutional arrangements which form
part of the setting in which it operates. I believe the foregoing anal-
ysis has important implications which respect to some of the major
issues of stabilization policy.
(a) Monetary versus fiscal policy

The major advantage of monetary over fiscal policy lies in its
superior administrative flexibility. Monetary controls can be tight-
ened or eased or the direction of policy reversed virtually on a
moment's notice. Discretionary fiscal measures, on the other hand,
are, under present operating procedures, much more cumbersome to
put into effect.38 But this is by no means the whole story. Fiscal
measures, once initiated, can usually be expected to have quite prompt
and powerful effects, since they have a direct impact on the income
stream. For example, a reduction of personal income tax rates or
an increase in exemptions leaves taxpayers with larger disposable
incomes, of which a fraction (its size depending upon the specific
nature of the tax cut) is almost certain to be promptly spent on goods
and services.39 Monetary measures, on the other hand, do not have
income effects. 4 0 Open market purchases of securities by the Federal
Reserve, for example, merely change the composition of the balance
sheets of the public or the banking system, substituting cash for
securities. To be sure, the banks are supplied with additional re-
serves. thus permitting them to acquire more earning assets and
expand the public's holdings of currency and deposits. However,
even this operation has no important income effects-the public's
balance sheet shows more currency and deposits, but this is balanced
either by less nonmonetary assets or by additional liabilities to the
banking system. It is only to the extent that the resulting changes
in asset prices, interest rates, or credit availability cause the public
to engage in more income-generating expenditures that the business
situation is affected.

Thus, monetary policy works directly on the asset structure of the
economy and affects the income stream only indirectly. It is, there-
fore, not surprising to find that its effects are often relatively weak
and slow to make themselves felt. Although monetary policy is

51 Automatic fiscal stabilizers are, of course, flexible In administration. But they do not
come Into operation until the movements they are designed to control have already begun,
and they are Inherently incapable of either preventing or reversing such movements. They
do serve a useful purpose In mitigating fluctuations, but I do not think that, by themselves,
they are likely to provide an adequate degree of stability.

a9 Changes In government expenditures on goods and services may be expected to have a
greater effect than tax changes of equal amount, since only part of the effect of the tax
changes will ordinarily fall on expenditures, the remainder being reflected In changes In
saving. On the other hand, changes in transfer payments (e. g., old-age pensions) have
effects similar to tax changes, but, of course, opposite In direction.

40 This statement must be qualified slightly, since incomes of Investors are affected by
changes In Interest rates and by capital gains and losses resulting from changes In security
prices. But these Income effects are of an altogether different order of magnitude from
those produced by fiscal policy. Moreover, the change In lenders' incomes resulting from
changes in Interest rates is offset by an equal change in borrowers' costs.
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superior to fiscal policy in administrative flexibility, the lag between
action and its impact on the economy is surely much shorter for fiscal
policy under most circumstances.
(b) General versus selective controls

It is customary to draw a sharp distinction between general or
quantitative monetary controls on the one hand and selective or quali-
tative controls on the other. General controls seek to regulate the
total supply of money or loanable funds, leaving to the market the
allocation of such funds among various competing uses. Selective
controls-such as consumer credit controls-are designed to interfere
with the allocation of funds, without, in themselves, affecting the total
supply available. Many American economists express a strong aver-
sion to selective controls on the ground that the only legitimate func-
tion of a central bank is to control the total supply of loanable funds,
but that it should not attempt to influence the allocation of funds.
Selective controls, it is said, are discriminatory, whereas general con-
trols are impersonal and do not discriminate.

There can be no doubt that general and selective controls do work
differently. General controls affect the total supply of credit whereas
selective controls-for example, consumer credit controls-affect par-
ticular segments of the demand for credit. As a consequence, they
tend to have opposite effects on interest rates-tightening through
general controls tends to raise interest rates, while tightening through
selective controls tends, if anything, to reduce them. Moreover, selec-
tive controls are obviously discriminatory-they are specifically de-
signed to affect only certain classes of borrowers. On the other hand,
Iicelieve recent experience, as indicated earlier in this paper, sug-
gests that general credit controls also tend to disciminate. The effects
of general controls on various classes of borrowers vary, depending on
the extent to which they rely on internal funds for financing, the va-
riety of sources of funds available to them, their bargaining power
in dealing with lenders, the types of markets-competitive, oligopo-
listic, and so forth-in which they sell their products, and so on.

Of course, if the economy were highly competitive throughout-in-
cluding commodity markets, factor markets, and money markets-one
could argue that the differential effects of general credit controls on
different types of borrowers were nondiscriminatory, because they
merely reflected differences in consumer tastes, differences in the pro-
ductivity of resources applied to different uses, and different evalua-
tions of the risk and uncertainty associated with different business un-
dertakings. It is fairly clear, however, that our economy does not fit
this model, even approximately. Market imperfections exist in nearly
all areas. As a matter of fact, the defenders of general monetary con-
trols have themselves emphasized that interest rates are sticky and
that the effects of monetary policy arise mainly from private credit
rationing which is made possible by the existence of market imperfec-
tions.

I believe the view that selective controls are discriminatory, whereas
general controls are not, is a serious oversimplification. The fact is
that all controls-general and selective, monetary and fiscal-are dis-
criminatory. Not only that, but intelligent stabilization policy makes
use of the fact that they are discriminatory. If general credit con-
trols impinge with special force on residential construction, they
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would hardly be an ideal instrument to use in a situation in which the
general price level was rising while residential construction was
mildly depressed. On the other hand, if an inflationary situation oc-
curs which is mainly attributable to developments in a few selected
areas, stability would be most effectively restored by the use of in-
struments pointed specifically at those areas. An excellent example
of this kind of situation is the 1929 stock market boom. At that time,
the Federal Reserve did not dare use its general controls aggressively,
even though it fully recognized that the situation in the stock market
constituted a dangerous threat to the economy, because it felt that
tight money and high interest rates might force a cutback in produc-
tion and employment while having little effect on the use of credit for
stock speculation. The granting to the Federal Reserve of the selec-
tive power to control margin requirements in the Securities Exchange
Act of 1934 can be attributed directly to this experience.

In the 1955-57 period of inflation, I believe the Federal Reserve's
effectiveness was reduced by the fact that it had to rely almost en-
tirely on so-called general credit controls. It became quite apparent
that the effects of these controls fell disproportionately upon certain
groups, and this made it both economically unwise and politically in-
expedient to apply credit restraint with sufficient force to bring the
in ation under control. If selective controls had been available in
at least certain areas, I believe monetary policy could have done a
considerably more effective job. In particular, I believe it would be
desirable to give the Federal Reserve more power to control lending
by the banking system to the private sector. As explained earlier in
this paper, it appears that the banking system contributed substan-
tially to the 1955-57 inflation by shifting the composition of its asset
portfolios from Government securities to private loans, because this
shift tended to produce an increase in velocity. Control over the ag-
gregate supply of bank reserves and hence indirectly over the money
supply is not sufficient for effective monetary policy. Some controls
over at least the general composition of bank portfolios seem to be
necessary.

(c) The problemr of cost-push inflation
Some, of course, contend that the inflation we have been experiencing

recently is of a new variety-caused by wage increases in excess of
increases in the productivity of labor and/or by autonomous upward
adjustments of administered prices. It is true that money wages have
increased substantially faster than the average productivity of labor
in recent years. This fact alone does not, however, tell us whether
autonomous wage increases pushed up prices or whether excessive
aggregate demand pulled up prices with wages adjusting as a result
of the resulting excess demand in the labor market, together with cost-
of-living adjustments. This is a conundrum to which I do not pretend
to know the answer-probably the inflation was caused partly by cost
push and partly by demand pull. In any case, however, I suspect that
if we could control aggregate demand more firmly and precisely than
we have been doing, the problem might become considerably less
serious. When demand is as plastic as it proved to be in ]955-57, it
does not provide a very firm framework within which to conduct wage
negotiations and arrive at price decisions. If autonomous wage and
price changes are really the essence of our inflation problem, monetary-



ECONOMIC STABILITY AND' GROWTA 511

fiscal policy is rendered virtually impotent, and solution of the problem
requires some kind of direct intervention in specific wage-price deci-
sions. Before we resort to such drastic and distasteful measures,
however, I suggest that we see what can be accomplished by providing
more flexible and effective control over aggregate demand.

(d) Antirecession policy
Monetary policy is usually said to be more effective as a means of

checking inflation than as a stimulant to recovery from a recession or
depression. While there is undoubtedly much truth in this assertion,
I believe the potency of monetary policy in time of inflation is com-
monly exaggerated. In principle, monetary stringency can certainly
be carried far enough to stop a rise in the price level, but the experience
of 1955-57 suggests that there are serious structural problems involved
and that considerable time may be required to achieve the desired
results.

In general, I believe the analysis presented above applies, with direc-
tions reversed, to a recession situation, such as faces us at the time
this paper is being written. The major contribution that can be
expected from monetary policy is some stimulus to residential con-
struction-in fact, I believe the measures already taken show signs
of producing such a stimulus. State and local government expendi-
tures may also be encouraged somewhat. With respect to business
investment, I doubt whether monetary policy can help very much.
However, the liquidity position of the banks was subjected to con-
tinuous pressure during the 1955-57 period, and some improvement
of that position is certainly necessary to full recovery. The measures
taken to provide added reserves to the banking system are therefore
necessary and desirable. However, I believe the Federal Reserve
authorities are right in proceeding with a certain amount of caution
in this regard. During the 1953-54 recession, the banking system was
supplied with a very large quantity of reserves-more than was really
necessary for sound recovery, in my opinion. The excessively liquid
condition of the banking system-especially the large holdings of
short-term Government securities-proved to be a severe handicap
to the Federal Reserve during the ensuing period of inflation. If the
banks had been somewhat less liquid than they were at the end of 1954,
it is possible that the Federal Reserve would have been more successful
in restraining the expansion of bank loans in 1955-57.

In conclusion: I believe monetary policy is a potentially useful
instrument for promoting balanced economic growth and stability,
and I believe we should explore thoroughly the possibilities of devising
additional monetary weapons-such as selective controls in some stra-
tegic areas-to broaden and strengthen the Federal Reserve's power to
operate effectively under the conditions that exist today. However,
efficient policy for stability and growth requires the proper coordina-
tion of monetary and fiscal policy, and I think it would also be
desirable to increase the flexibility of our fiscal controls.
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INDIRECT EFFECT OF GOVERNMENTAL MEASURES ON PRICING

The subject of this paper is the influence that governmental measures
of various types have on the pricing by privately owned and privately
operated business units. The title is much too broad, of course, since
it would encompass those measures which are designed to and usually
do have a very great effect upon the general price level. We are not
concerned here, however, with fiscal policy and money and banking
policy or bank credit policy, all of which operate on the economy as a
whole. Rather, the objective here is to examine and appraise those
governmental measures that are directed toward the modification or
control of price relationships. In other words, it is to review the effect
of policies that help to determine the relationship of the prices for one
commodity or one industry relative to those of others. The principal
statute which operates in the fashion above described is the Sherman
Act, but its influence is made more trenchant by amendments or supple-
ments to that act in the Clayton Act and the Robinson-Patman Act.

PUBLIC WELFARE MEASURES AFFECTING PRICES

By way of preliminary, it should be recognized that numerous
measures other than antitrust operate, indirectly, in a similar
fashion-such as those designed primarily to promote the public
welfare or protect the consuming public in the purchase of particular
commodities. Representative of this second group is the Pure Food
Drug, and Cosmetics Act of 1938. Another specimen of this type of
legislation is the Packers and Stockyards Act of 1921 and the Meat
Inspection Act of 1907. Still a third specimen of what we may call
here public welfare legislation having an effect on prices is the
Securities Exchange Act of 1934. In this instance the requirement of
full disclosure of facts regarding the securities offered for public sale
manifestly has a direct bearing on the prices that can be obtained
and at which securities will be offered to the public.

In a somewhat similar fashion the Federal Trade Commission Act
by prohibiting in section 5 the employment of "unfair methods of
competition" in trade has the effect of making the price decisions of
those who are offering commodities and services in interstate trade
more realistic, one may say less fictitious. For it has been held in a
great many cases that misrepresentation of goods or of their qualities
or of their prices is violative of the Federal Trade Commission Act,

The authors wish to acknowledge the editorial assistance of Rosallnd Roth.
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section 5. For example, the offer of rabbit fur as Siberian mink, which
is one species of unfair misrepresentation, has the tendency to afford
the producers and manufacturers of genuine mink fur an opportunity
to price their products at a level more in accord with the actual facts.
The are protected from the competition of fraudulently represented
goods. Thus they may set their prices with greater assurance that
their own-genuine-products may be sold at a price conforming to
their merits. Again, the offer of goods or services at an alleged radical
discount from the "established price," or "normal price," has likewise
been held actionable misrepresentation under the Federal Trade
Commission Act, where the alleged markdown is a false and mislead-
ing statement.

The foregoing examples illustrate the wide scope of regulation un-
der the prohibition of unfair methods of competition in section 5 of
the Federal Trade Commission Act. But, of course, in many instances
specific statutes have been adopted which have a similar effect on the
marketing of particular commodities or services. Thus the Meat
Inspection Act of 1907, the Naval Stores Act of 1923, the Caustic
Poisons Act of 1927, and the Wool Labeling and Fur Labeling Acts
of more recent years, as well as the amendment to the Pure Food and
Drug Act that extended it to cosmetics in 1938, have a similar impact
on prices through their interdiction of fraudulent misrepresentation
and their requirement of full disclosure of contents or composition.

It should be emphasized that none of these acts is designed to fix
either the minimum or the maximum price that a private business en-
terprise may charge for its wares. Rather, their effect on pricing is
to afford protection to the honest and upright producers of the goods
in question, against fraudulent imposition by unscrupulous competi-
tors. Thus under the Wool Labeling Act the manufacturer of genuine
woolen products can price them without the danger of losing trade
because of the invasion of his market by those who would sell their
shoddy or falsely represented products as and for what they are not.

Statutes of this kind prevent spurious goods from being marketed
as the "real article." As, of course, the only conceivable object of
offering the spurious goods is ability to sell them at prices substantially
below the "real article," and thus draw trade away from the producers
of the real article, the effect is to fortify the pricing of the genuine
article in accordance with its merits.

It would be impossible in a short exposition such as this to catalo
all the different types of representation which have been outlawed
under legislation for the protection of the public welfare. Perhaps
the most common type of misrepresentation that gets into the official
reports of the Federal Trade Commission and of the Food and Drug
Administration is that in which claims are made of the efficacy of
certain drugs or medicines to cure specific diseases or overcome certain
physical handicaps. Eliminating from the market these specious
claims of therapeutic potency clearly tends to protect the pricing of
genuine remedies and professional services.

THE ROLE OF ANTITRUST IN PRICING

Turning now to the principal governmental measure affecting price
relationships indirectly, the significance in this respect of the anti-
trust laws is primarily negative, and was originally entirely so. In
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other words, its implication was to determine how prices should not
be fixed rather than to lay down a rule regarding how they should be
fixed. Section 1 of the Sherman Act forbade the fixing of prices
collusively. For two or more firms engaged in interstate commerce
to agree upon prices that they should separately charge was deemed
a conspiracy in restraint of trade. That rule has become so well
established that it is now generally referred to as a per se violation
of the Sherman Act for several competitors to agree upon prices.
The two leading cases among hundreds that have established this doc-
trine are the Trenton Potteries case of 1927 2 and so-called Socony-
Vacuum case of 1940 3. These cases with many others before and since
have conclusively established that no matter how desperate may be
the economic situation of an industry, and no matter how benevolent
and public spirited may be the motives of the group agreeing upon a
common method of determining prices, or of "tampering" with prices,
any action of that sort is inexcusable under the law. Furthermore
as the Masonite (1942) 4, the Gypsum (1948) 5, the Paramount
(1948) 6, and other post-1940 cases have established, this prohibition

cannot be evaded by the use of patents (or copyrights). Thus, it is
illegal for the patent holder to license several competing manufac-
turers to "work a patent or to produce a patented article-or compet-
ing exhibitors to publish ("show") a copyrighted picture-and au-
thorizes them to sell the product solely upon specified terms. To the
same effect is the Interstate Circuit case of 1939 7

Like all rules this one has its exceptions-or at least nominal excep-
tions. Two cases which appeared to countenance such a price-fixing
arrangement were the Bement case of 1902 8 and the General Electric
case of 1926.9 While the rule those cases established has not been
explicitly overruled, the decisions in the Gypsum (1948) and the Line
Material (1948)10 cases indicate that the Supreme Court has virtually
abandoned the sanctioning of the use of patents to establish uniform
prices in an industry. Perhaps the best exposition of the prevailing
doctrine is to be found in Justice Douglas' concurring opinion in the
Line Material case. He urged that the General Electric decision be
overruled. But while a majority of the Court declined to take that
stand they did invalidate the industrywide control of prices through
patent licensing in that case. Referring to the General Electric deci-
sion, Justice Douglas declared that it-
sustained a price-fixing provision of a license to make and vend the patented
invention * * *. In that manner, the Court saddled the economy with a vicious
monopoly. In the first place, this form of price fixing underwrites the high-cost
producer * * *. It is said in reply that he, the patentee, has that monopoly
anyway * * *. That is true. But what he gets by the price-fixing agreement
with his competitors is much more than that. He then gets not a benefit inher-
ent in the right of exclusion but a benefit which flows from suppression of
competition by combination with his competitors * * *.

Price fixing in any form is perhaps the most powerful of all inducements for
abandonment of competition. It offers security and stability * . It promises

2 U. S.ev. Trenton Potteries Co., 273 U. S. 392.
3 U. S. v. Soconyi-Vacuum Oil Co., 310 U. S. 150.

4 U. S. V. Ma8onitC Corp., 316 U. 5. 265.
'U. S. v. U. S. Gypsum Co., 333 U. S. 364.
6 U. S. v. Paramount Pictures, 334 U. S. 131.
'Intcrst ate Circuit v. U. S.. 306 U. S. 208.
' Beement v. National Harrow Co., 186 U. S. 70.
t U. S. v. General Electric Co., 272 U. S. 476.
10 U. S. v. Line Material Co., 333 U. S. 287.
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high profits. It is therefore one of the most effective devices to regiment allindustries * * *. The prices charged by the regimented industry are determinednot by representatives of the public, as in the case of electric, water, and gasrates, but by private parties who incline to charge all the traffic will bear." U
So severe is the judicial attitude toward such price fixing through

patent pooling arrangements that in the United States Pipe and Foun-
dry case 12 the Department of Justice was enabled to negotiate a con-
sent decree which required that the patents involved should be for-
feited, i. e., dedicated to the public. Moreover, a similar result has
been reached in a number of other cases, including the leading one on
this point: Morton Salt Co. v. Suppiger (1942)13 The United States
Pipe and Foundry consent decree went even further. It required for-
feiture of the leased machines in the possession of the patent licensees.
To similar effect was the consent decree in the Sand Spun Patents
case,'4 but that decree also included a provision forbidding the exaction
by the patent holder from the manufacturing licensee of-
a greater per tonnage or any other per unit royalty on any quantity of pipe pro-
duced than is provided for any smaller quantity; [Italic supplied.] "
This provision is aimed, of course, not so much at price discrimina-
tion as at support of the primary objective of the patent pool, viz, to
limit supply and thereby help to uphold an agreed price level.

To the foregoing brief sketch of the development and implications
of the antitrust rule forbidding collusive price fixing, two apparent
exceptions may be noted. First, during a limited period traders have
been permitted to fix prices under special circumstances. In the Chi-
cago Board of Trade case (1918)16 the establishment by joint action
of the board's members of a rule requiring prices at the conclusion of
one trading session to be adhered to in all transactions occurring be-
tween the close of one session and the opening of another was upheld.
Similarly, in the Investment Bankers' case' 7 the establishment by
concerted action of a price minimum during the period of distribu-
tion of a new issue of securities was sustained. These two cases repre-
sent in effect a special application of the rule of reason in this matter
of price fixing. Secondly, under the abnormal economic conditions
that prevailed during the great depression in the thirties, the Supreme
Court was prevailed upon to give its approval to a joint selling agency
organized by the producers of a substantial part of the bituminous
coal mined in the Appalachian region. The result of the joint sales
agency would undoubtedly have been, had the project been carried
out, to establish a single or uniform price-or, at any rate, price scale-
on the product. Whether this decision, reflecting as it did a quite
extraordinary emergency, would be followed in normal times is at
least questionable. Aside from these two exceptions the per se doc-
trine applies to price-fixing combinations under all circumstances.

Judged from the standpoint of business practice, this rigid prohibi-
tion of price-fixing arrangements, agreements, or combinations, might

C commerce Clearing House, Inc., Trade Cases, 1948-49, pp. 62, 289-290.
" U. S. v. United States Pipe and Foundry Co., Civil Action No. 10772, in U. B. District
Court for the District of New Jersey, consent decree entered July 21, 1948.

" Morton Salt Co. v. Supp pger, 314 U. S. 488.1 14 U. S. v. Sand Spun Patents Corp., District Court of New Jersey, Civil Action No.
124-4.9,,flled July 22, 1949."Comm erce Clearing House, Inc., Trade Cases, 1948-49, p. 63, 353.

" Chicago Board of Trade v. U. S., 246 U. S. 231.17 U. S. v. Morgan, Civil No. 43-757, District Court of the U. S. Southern District of
New York.
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be considered to have had some effect in the development of pricing
methods in three different directions.

In the first place, there can be little doubt that price leadership has
been fostered by the growing awareness among businessmen that they
cannot overtly agree upon prices without risking legal penalties. The
practice of price leadership appears to be fairly widespread. It signi-
fies merely that one of the members of an industry, usually the largest
unit in the trade, will fix prices independently and other members of
the industry more or less informally, but nonetheless rigorously, adhere
to the prices or price schedules thus established. The existence of
such leadership in the steel industry was, in effect, conceded by the
testimony of President Eugene G. Grace of the Bethlehem Steel Corp.
before the Temporary National Economic Committee.' 8 Likewise,
for many years the American Woolen Co. set its prices on woolen goods
at the beginning of each season, and by and large those prices were
followed by its competitors. This situation was explicitly recog-
nized in trade papers for a long while and though this particular ar-
rangement appears to have disappeared with the subsidence of the
prosperity and influence of American Woolen, there is reason to believe
that similar situations are not uncommon in other industries.

In the second place, product differentiation through the utilization
of trademarks and trade names to distinguish products that are essen-
tially identical has become so well recognized a business practice as
by now to pass almost unnoticed. The significance of product dif-
ferentiation is that it enables the producer of an allegedly unique
article to charge a price that is relatively independent of-i. e., vir-
tually exempt from the patronage pulling power of the lower-prices
at which substitute articles can be purchased. The substitutes may
be equally suitable for the purpose for which they, as well as the al-
legedly unique article, are designed and may serve the consumer
equally well. But if, through advertising, the consumer can be in-
duced to believe that the trademarked article of one producer is super-
ior to those of the producers of substitutes, then the product thus dif-
ferentiated comes to occupy, in effect, a market all by itself. In other
words, the producer of the trademark and differentiated product has
a monopoly, to that extent. Yet the general policy of protecting the
goodwill embodied in trade names and trademarks permits this means
of escape from the Sherman Act prohibition of price fixing. From the
practical standpoint it may be a very effective way to divide up the
market among the several producers, each with his own differentiated
product being relatively freed of competition.

In the third place, the prohibition of overt price fixing by collusion,
or conspiracy in restraint of trade, has no doubt contributed in some
measure to the development of what may be best described as price-con-
ventional, or tradewise-customary, formulas. The best known type of
such price formulas is that embodied in a basing-point system. If all
the producers of a given commodity agree to sell their product as if it
were produced at a single point, as was once the case under the Pitts-
burgh-plus system in the steel industry, or at 1 of 3 or 4 basing points
(multiple-basing-point system), the form into which the Pittsburgh-
plus system eventually evolved, and buyers are required to pay the

"Investigation of Concentration of Economic Power, hearings before the Temporary
National Economic Committee, pt. 19, November 6-10, 1939, p. 10592.
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freight rate by rail from the basing point to the point of delivery, it
means that all the buyers-or at least all those in a given region-will
be charged an identical price from whomsoever they purchase theproduct.

The basing-point system was finally outlawed, as an industrywide
pricing convention, in the Cement Institute case. There has beenmuch discussion regarding whether it required all manufacturers to
5siielleir prodUWct i. o. b. point of production. It is generally recog-
nized now that no such broad condemnation was wrought by the
Cement Institute case, notwithstanding the 4-4 decision of the Su-preme Court in the Clayton Mark (Triangle Conduit & Cable) case,"9
thereby sustaining a Commission finding and a lower court ruling
that individual use of a basing-point system constitutes an unfair
method of competition. What the Cement Institute case did condemn,
and what the courts have consistently interpreted it as condemning, as,for example, in the Staley and the Corn Products Refining cases, wasthe concerted use of arbitrary and artificial basing points and thequotation of identical delivered prices, through the use, in common, ofan identical "freight rate book," without affording customers theopportunity to buy f. o. b. under any circumstances. The systems that
the Suipreme Court has condemned have all been of a pattern that
eliminated the possibility of a customer gaining any advantages, inthe way of lower transportation costs, by accepting delivery, or taking
delivery, at the manufacturing plant by barge or truck and paying thetransportation charges themselves incurred on such alternative trans-
port media. (Nevertheless, Mr. Homer, president of Bethlehem Steel,testified before the Senate Subcommittee on Antitrust and Monopoly
in 1957 that he could quote a competitive delivered price, but that his
f. o. b. mill price had to be always identical to all customers.20)

It is apparent thus that the practical implications of the rule againstthe use of a basing-point price formula are still indeterminate. Tbiu iseven more true with regard to other formulas such as those providing
for freight equalization or for the zoning of sales territory. Thelatter, in particular, appears still to be used widely in many industrieswithout as yet evoking antitrust prosecution. Yet from the stand-
point of theory there can be no doubt that it results in discrimination,
no less damaging to some customers than that inflicted by single or
multiple basing-point systems.

It was against this very evil, price discrimination, that the Robin-
son-Patman Act amending the Clayton Act was aimed. In many casesits prohibitions appear to have been judicially interpreted to encom-
pass not only price discrimination but price differentiation-which
may itself be a manifestation of competition, and in fact frequentlyis, rather than of its suppression. Furthermore, the application of
the act as it has developed administratively and judicially contains aper se doctrine with respect to the grant of a discount to buyers, or to
any intermediary firm in which the buyer may have an interest.

However, the several qualifying clauses incorporated in the statute
have saved it from the more economically debilitating effects it might

19 Triangle Conduit & Cable Co. v. FTC, 69 Sup. Ct. 491 (1949).
2' "Mr. HOMER. Under the Robinson-Patman Act, we are required to quote the same priceto everyone on the same same product." Administered Prices, hearings before the Sub-committee on Antitrust and Monopoly, 1957, pt. II, p. 617.
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otherwise have had. And for this salutary outcome the courts, rather
than the Federal Trade Commission, are primarily responsible. Fore-
most among the effective qualifying provisions is that exempting price
differences originating in an effort to "meet competition" and designed
to that end. In the Standard Oil of Indiana case (1951 and 1958)21
the position originally taken by the Commission, if sustained, would
have virtually annulled the exemption. Under judicial review the
decisions in that long-drawn-out proceeding sustained the company's
contention that it granted the discounts to meet specific competitive
offers and rejected the Commission's allegation that the discrimination
was part of an industry pattern. But, the decision raises, without
resolving, other difficult questions of the effect on business price policy
of antitrust. While the original FTC position would, in effect, never
have permitted discrimination to meet competition, the Supreme Court
will apparently allow discrimination by a giant seller to meet the
nondiscriminatory lower price of a tiny competitor. Since it is appar-
ently permitted to meet local competition on a discriminatory basis, a
large company now wields a powerful weapon against small rivals who
might contemplate undercutting it. It is possible, therefore, that the
Standard of Indiana decision may lead to greater rather than less
price stability.

It is not so clear that the privilege of selling at different prices
to different customers because of differences in the cost of manu-
facture, transportation, and delivery of the products has not been
limited. The problems of cost allocation are so intricate that it is
virtually impossible to establish a clear justification for price dif-
ferences on this basis. However, this has been accomplished in 2 or 3
cases, most notably in the Standard Brands case.2 2 Likewise, the
privilege of quoting different prices because of differences in the
grade or quality of goods delivered has been formally preserved,
but whether administrative and judicial application of this qualify-
ing clause will narrow the limits of the privilege remains to be
seen.

In estimating the practical effect of the antitrust laws, and par-
ticularly of the Robinson-Patman Act, on actual business pricing
policies, it may be suggested that it would be an intriguing study and
a promising source of enlightenment to businessmen as well as
students and administrators if a thorough survey were made of the
experience of purchasing agents. After all, these are the men who
come into direct contact with the pricing policies of their suppliers.
A thorough investigation of the actual impact of the Robinson-
Patman Act restrictions on pricing, as observed by purchasing
agents operating in a wide array of product markets-as most of
them do-should prove extremely fruitful.

Much the same indefinite conclusion must be recorded with re-
spect to the practical significance of the Robinson-Patman Act au-
thorization for the establishment of quantity or volume discounts in
absolute terms. The only area in which the Federal Trade Com-
mission has acted to effectuate this legislative policy is the rubber
tire industry. How far its administrative determination of the per-

21 Standard Oil Co. of Indiana v. FTC, 340 U. S. 231 (1951). and FTC v. Standard Oil Co.,
U. S. Supreme Court, Commerce Clearing House, Inc.. 1958 Trade Cases, pp. 73671-73677.

2 FTC v. Standard Brands, Inc., 189 F. 2d 510 (1951).
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missible limits of volume discounting may be upheld by the courts
it is useless to speculate. It is significant, however, that the judicial
attitude evinced in the Morton Salt case (1948) 23 toward such a
standard of pricing gives little assurance of a realistic approach to
the problem. The price difference for quantity sales, even for cu-
mulative quantity discounts, in the Morton Salt case was ex-
tremely narrow. In that instance, the Supreme Court held that a
discount, of 10 cents ner case, or of what amounted to one-half cent
per conventional package of table salt, on carload purchases com-
pared with the prices quoted to all buyers on less than carload pur-
chases was discriminatory and violative of the Robinson-Patman
Act. On this phase of the disposition of the case Justice Jackson
registered a strong dissent. As he stated-
the discount is so small in proportion to price * * * that I should think It
farfetched even to find it reasonably possibZe that competition would be
substantially affected.' [Italic in original.]

He noted that-
the evidence is that less than one-tenth of 1 percent of the respondent's total
salt business fails to get the benefit of this carload-lot discount-
and added-
the Court uses overtones of hostility to all quantity discounts, which I do not
find in the act, but they are translated into a rule which is fatal to any dis-
count the Commission sees fit to attack * * * The law of this case, in a nut-
shell, is that no quantity discount is valid if the Commission chooses to say
it is not.n

It would appear, thus, in summary, that pricing discretion has been
rather severely, and it appears in some respects unnecessarily, limited
by the administrative application and adjudication of the Robinson-
Patman Act. However, it-must be recognized also that the applica-
tion of the act has undoubtedly had a tendency to make business con-
cerns more cautious in differentiating prices to different buyers,
whether based on differences in the quality of the product, in the rela-
tive costs of manufacture and delivery, or in the condition of the mar-
ket. So far so good. It must be recognized, however, that this cau-
tion is not something entirely new and unprecedented. Prior to the
enactment of the Robinson-Patman Act, it had long been recognized,
both in the courts and in ordinary business transactions, that price
discrimination was something more than price differentiation. Price
discrimination meant an invidious, that is to say a groundless, distinc-
tion motivated by some prejudice against one buyer or in favor of
another. It represented, in short, undue and unjustifiable differen-
tiation in the treatment of various customers. It would appear sound
public policy to preserve that vital distinction.

RELATION OF, CONSENT DECREES TO PRICING

We turn now to a sphere of governmental intervention in the mar-
keting behavior of business enterprise that is based on the antitrust
laws, taken collectively, yet is not technically sanctioned by those laws,
to wit, the consent decree.

2 FTC v. Morton Salt Co., 334 U. S. 37.
2' Commerce Clearing House, Inc., Trade Cases, 1948-49, pp. 82475-82476.w Ibid.
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The settlement of antitrust cases by consent decrees has had a prodi-
gious growth in recent years. The license it opens up to Government
officiaf in prescribing the rules of business conduct is extraordinarily
wide. The consent decree is a device for avoiding litigation, as the
name implies. Litigation costs are heavy, and if the final outcome of
an antitrust case goes against the defendant or respondent, it often
has an extraordinarily adverse effect upon the victim's public rela-
tions. Accordingly, there is strong motive for seeking a settlement by
consent. To obtain such a settlement, concessions are made on both
sides usually, but especially on the side of the defendant.

It has often been pointed out that another factor which greatly mag-
nifies the incentive for a defendant to "settle" an antitrust case by
consent is the circumstance that, while the provisions of the decree may
be comparatively onerous, it enables the defendant to escape the risk
of having the outcome held against him in the event of a treble damage
suit by private parties subsequent to the settlement. Since the
Paramount case (1948), for example, there have been literally scores
of treble suits instituted against the defendants, and in a great many
instances the plaintiffs have collected substantial sums from the mo-
tion-picture companies involved. The obvious explanation of this
deluge of litigation is, in large part, that the ruling, adverse to the
defendants, in the Paramount case was available to the treble-damage
suit plaintiffs (i. e., disaffected exhibitors) as prima facie evidence of
the violations of the antitrust laws they were charging. On the other
hand, the fact that a company has accepted a consent decree does not
expose it thereby to the risk of having the activities on which the con-
sent decree is based used as prima facie evidence of the imposition of
injury on any private party, either competitor or customer.

For both the foregoing reasons, then, the consent decree has become a
very popular method of disposing of antitrust cases. There is nothing
wrong with that per se. What is questionable is the utilization of this
leverage that is inherent in the position of the prosecutor in such pro-
ceedings to obtain what is, in some instances, a continuous supervision
of the pricing and other minute details of the defendants' business
practices.

The enormous scope and wide discretion that has been assumed by
the Department of Justice in framing consent decrees in late years
can only be illustrated here. It is a matter that is not well under-
stood by the public generally and certainly deserves a most exhaustive
investigation and scrutiny by some disinterested professional group.
Take, for instance, the decree against United Fruit Co. which was
entered as late as February 4, 1958.26 This decree did not stop with
forbidding United to acquire additional banana importing companies
and requiring it to conform to well-established rules with respect to
its relations with other banana importing companies. It went far
beyond these measures that are clearly appropriate to the restoration
and maintenance of competition in the trade. An example of the
clearly appropriate type of provision is that which forbids United "to
restrict, limit, or prevent the importation of bananas into the United

28 U. S. v. United Fruit Co., U. S. District Court for the Eastern District of Louisiana,
Civil Action No. 4560, Commerce Clearing House, Inc., 1958 Trade Cases, pp. 73790-73801.
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States." 27 To this provision are added, however, several qualifying
clauses. One of them stipulates that-
United may include in any contract for the purchase of bananas provisions that
require the grower to follow good agricultural practices such as the maintenance
of regular treatment against diseases in areas where United maintains such
regular treatment on its own banana cultivations. * * * 28

No mention is made of what may constitute "good agricultural prac-
tices." The controversies that might arise over the interpretation of
this phrase furnish an indication of how utterly futile it is for the
Government to attempt to regulate business policies, closely related
though they be to the pricing of goods in the market. It would seem
to suffice in such a situation to have left the basic provision as quoted
above intact and advisable to avoid cluttering up the applicable "law
of the case" with such detailed stipulations as may lead to endless
litigation and vexation of all parties.

Perhaps the most questionable provision in the United Fruit decree
prohibits United from-
engaging anywhere in the United States, directly or indirectly, in the business
of ripening, processing and selling bananas * * *."
It is submitted there is nothing in the antitrust laws furnishing the
slightest warrant for thus limiting the vertical integration of the
defendant in this case. Obviously the provision is designed merely to
protect the market of independent jobbers who buy the banana imports
and become consignees of shipments thereof from the American
tropics. There can be no doubt that from the long-run standpoint this
provision is likely to operate as a bar to the reduction of banana prices
to consumers. In a country that is supposedly committed by the anti-
trust laws to the policy of maintaining freedom of enterprise in trade,
this sort of provision is not only anomalous, it is completely anti-

thetical.
This specific provision of the United Fruit decree is only an echo,

of course, ov Tne restrictions imposed in the most famous consent
decree of all, that entered in 1920 against the 5 major meatpackers. 30

In that decree they were forbidden from ever entering the field of
distribution of dairy and grocery products. Under what specious
reasoning any such limitation on the scope of their enterprise could
be sanctioned, it is impossible to understand. Of course, the practical
explanation is that the wholesale grocers had a voice in framing the
decree through their intercession with the Department of Justice.
Their interests were "protected," much as a tariff may, by establish-
ment of prohibitive rates, "protect" a manufacturer from foreign
competition. But how any such provision serves the public interest, it
is quite impossible to understand. There was no question in that case
but that the ownership and operation of private refrigerator cars
which were used for the distribution of meat would enable the packers
also to distribute eggs and butter and other dairy products more eco-
nomically, through utilizing space therein that could not be used for
meats, than might have been done by small-scale shipments in refriger-
ator cars of third parties or in such facilities owned and operated by
the dairy or grocery companies themselves.

27 Commerce Clearing House, Inc., 1958 Trade Cases, p. 73795.
21 Ibid., p. 73796.
2 Ibid., p. 73795.
10 U. S. v. Swift & Co., 276 U. S. 811.



ECONOMIC STABIITY AND GROWTH 523

Again, with respect to the dissemination of information regarding
the volume of supply of bananas that may be available from the
American tropics for shipment to the United States, such as crop
information and shipping means availability, the United decree im-
poses very drastic restrictions on the opportunity of United to conduct
its business economically. In fact, this particular restriction can
hardly fail to have a similar effect on all others engaged in the banana
trade, forcing them to operate "in the dark." For the provision in
question forbids United
to receive * * * or disseminate * * * information * * * with respect to prices
to be charged in the United States, or the current supply of bananas in the United
States, or the amount of expected Imports of bananas into the United States,
or the supply of bananas currently available in the American tropics for Im-
portation into the United States; * * * U

It is true that this provision is nominally limited to the dissemination
of such information to "any competitor of United." But it is sub-
mitted that, since "dissemination" means to spread abroad, or distrib-
ute widely to the public, any disclosure of information of the sorts
described above would be a violation of the decree, even if the "dis-
semination" were in the form of an advertisement, or in the form of
a response to a questionnaire sent out by a trade journal in the field.
For the information thus released could hardly fail to reach one or
more of United's competitors, and, thus, constitute "dissemination"
thereof to them, thereby violating the decree. In sum, this provision
is designed to insure that competition in the banana trade shall be
shackled by ignorance. There is not the slightest justification for any
such provision, either in logic or in law.

Finally though the list of such features of the United Fruit con-
sent decree might be extended almost indefinitely, one more provision
may be mentioned here. United is required, in making any contract
for the use of refrigerated space on vessels of common carriers, to in-
clude a provision enabling it to cancel, either in whole or in part, the
space thus contracted for, "upon reasonable notice which shall not
exceed 60 days."32 The provision in question was included in the
decree, it is explained, so that "in the event that another banana
shipper makes written request to United for the release of the said
refrigerated space * * * for the carriage of his bananas over the
routes served by the vessel, United is ordered and directed to cancel
the said contract * * *." 33 It appears, thus, that the pricing of
bananas for consumers in the United States is to be made subject to
a clear subsidy in favor of any banana importer who wishes to get a
"free ride," so to speak, on United's ordinary commercial contract
without taking the risk of a long-term contract to provide for re-
frigerated cargo space.

The almost unlimited scope of these consent decrees is even more
clearly indicated by the Chrysler consent decree (1948)34 concerning
its relations with finance companies. That decree provided meticu-
lous, detailed regulations of the terms and conditions on which a
finance company might qualify for financing the car sales by Chrysler

1 Commerce Clearing House, Inc., 1958 Trade Cases, p. 73797.
82 Ibid., p. 73798.
33 Ibid.
84 U. S. v. Chrysler Corp., District Court of Indiana, Commerce Clearing House, Inc.,

1948-49 Trade Cases, pp. 62255-62268; modified in 1953 Trade Cases, pp. 68208-68220.
but not in regard to the minute regulation spoken of.



524 ECONOMIC STABILITY AND GROWTH

dealers. It will be remembered that these finance companies were not
parties to the action. They were finance companies entirely inde-
pendent of Chrysler or Chrysler dealers, but their mode of doing
business was minutely regulated by the decree, nonetheless. The de-
cree stipulated that, to become entitled to the benefit of the numerous
provisions of the decree assuring equality of treatment of finance
companies by Chrysler Corp. and its dealers in the financing of
Chrysler cars, a finance company should be required to file a state-
ment with the Chrysler Corp. agreeing that-
in acquiring retail time sales paper, arising from sales of automobiles, from
dealers of the manufacturer, wherever located-
the "registered" finance company "will conform to the following
rules." 35 There followed a list of 11 rules by which the "registered"
finance company agreed to abide.

Among these detailed conditions imposed on "registered" finance
companies was one stipulating that it would conform to "the terms of
any plan or plans of financing adopted by the manufacturer. * * *e 36

The analogy of this arrangement to the implicit price-fixing agree-
ment among retailers through a manufacturer's exaction of resale
price maintenance agreements from his customers, which the Supreme
Court condemned in the Dr. Miles Medical Co. v. Parks case (1912) ,7
is evident. It is true that this Chrysler consent decree provision did
sanction, as an exception, the offer of terms "more favorable to the re-
tail purchaser than the terms so specified," yet the exception also
stipulated that the "finance charge" imposed by the registered finance
dealer might be "in excess of the finance charge specified in the plan
so adopted or modification thereof, * * *e 38 provided that the equiv-
alent credit were granted the retail purchaser on the time purchase
price of the automobile.

The point is that this Chrysler consent decree, as in similar circum-
staiices so did also the Ford decree 3 regarding the same antitrust is-
sue, projected the Government into the business management field to
the extent of providing for a system of "registration" of finance com-
panies wholly apart from, and independent of, any statutory regu-
lation of these companies by the Federal Government and, beyond
this, regulated in detail the terms and conditions on which such reg-
istered finance companies might do business. The impact of such
decrees on pricing of finance company and insurance company serv-
ices is perfectly clear.

It is true that in this instance (the automobile finance company
cases), the detailed stipulations of business practice and, in fact, of
price terms were primarily designed for the protection of consumer
interests. In this respect it differs from the packers consent decree
and the United Fruit consent decree, both of which imposed restric-
tions which obviously were designed primarily for the protection of
other firms which might engage in business in competition, actual
or potential, with those respective defendants. From the public
policy standpoint there is no more justification, in the one case

" Commerce Clearing House, Inc., 1948-49 Trade Cases, p. 62258.
" Ibld., p. 62259.
87 Dr. Mklea Medical Co. v. John D. Park & Sons Co., 220 U. S. 373.
a Commerce Clearing House, Inc., 1948-49 Trade Cases, p. 62260.
"' Ford Motor Go. v. U. S., Commerce Clearing House, Inc., 1953 Trade Cases, pp. 68195.

68206.
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than in the other, for the intrusion of the executive department in
business management, particularly with respect to pricing policy, and
the assumption by the courts of a burden of a responsibility for di-
recting in minute detail the ordinary management of these private
business enterprises. For one of the most serious consequences of this
whole development of consent decrees is the overloading of Govern-
ment agencies with functions which they were not designed to per-
form and which they are clearly unqualified to discharge.

This inference is confirmed by the observations of the exceptionally
sagacious judge who framed the decree in the recent United Shoe
Machinery case.40 Judge Wyczanski in that case showed a clear com-
prehension of the dangers of this trend toward projecting judicial
authority into the affairs of business management.

He stated:
Nor does the decree attempt to deal with that feature of United's pricing policy

which discriminates between machine types. To try to extirpate such discrimina-
tion would require either an order directing a uniform rate of markup or an
order subjecting each price term and each price change to judicial supervision.
Neither course would be sound. Some price discrimination, if not too rigid, is
inevitable [rigid, meaning what? vicious?]. Some may be justified as resting
on patent monopolies. Some price discrimination is economically desirable, if it
promotes competition in a market where several multiproduct firms compete.
[Does price discrimination in this sentence mean discrimination between prod-
ucts? And not between customers?] And while price discrimination has been
an evidence of United's monopoly power * * * its eradication cannot be accom-
plished without turning United into a public utility, and the court into a public
utility commission, or requiring United to observe a general injunction of non-
discrimination between different products-an injunction which would be con-
trary to sound theory, which would require the use of practices not followed in
any business known to the court, and which could not be enforced."

Then, after decreeing United must offer choice of sale or lease of
machines, the judge continued:

The Government goes one step further and asks the court to require defendant
to make its sales terms more attractive to customers than any lease terms it
offers. * * * If this court were to direct United to make its sales terms more
favorable than lease terms, and to keep that discrimination effective every time
that new terms were set, * * * and every time that money rates changed in the
financial world, this court would be creating administrative problems which
would require its continuous judicial supervision. To avoid [these] difficul-
ties * * * it seems to the court sufficient to direct defendant, if it offers any
machine type for lease [italic supplied], to set such terms for leasing that
machine as do not make it substantially more advantageous for a shoe factory
to lease rather than to buy a machine. Admittedly there is in this direction some
flexibility. But defendant if forewarned * * * the court after the entry of this
decree may modify it. Thus the decree invokes a precedent not of Draco, but of
Damocles. * * * 2

It will be observed that despite the clear recognition of the insuper-
able difficulties of administering business price relationships from a
judicial bench-an indication of Judge Wyczanski's awareness of the
limitations of his own wisdom and of the burdens imposed on a judge
by his proper judicial role-nevertheless the judge assumed, in defer-
ence to the current trend, that he had to make some such provision
covering the relationship of lease and sale terms. Accordingly, he
stipulated that leasing terms must not be "substantially more advan-
tageous" than sales terms. It will be left to him to decide by what

40 U. S. v. United Shoe Machinery Corp., 110 F. Supp. 295 (1953).
"l Commerce Clearing House, Inc., 1953 Trade Cases, p. 68192.
'3 Ibd., p. 68193.
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standard compliance with this provision will be determined. Indeed,
one may question whether it is more convenient and less hazardous
to do business under a Damocletian sword than subject to the rigor
of a Draconian regulation-particularly if the Draconian regulation
is applicable solely to a single firm among several doing business in a
given field.

Nevertheless it is reassuring to find at least one judge who is con-
scious of the magnitude of the undertaking to regulate in detail the
pricing policies of competitors in a free-enterprise system. Of course,
this United Shoe Machinery decree was not a consent decree. But
the International Business Machines consent decree included provi-
sions requiring that the "sale price * * * shall have a commercially
reasonable relationship to the lease charges * * *," and also required
IBM to offer to sell parts and subassemblies at reasonable and non-
discriminatory prices.43 The judges who presided when the consent
decrees we have referred to above were filed were not responsible for
the terms those decrees embodied. Responsibility for the terms of
consent decrees rests solely in the executive department, specifically
in the Attorney General's office. It would be reassuring if those who
negotiate these consent decrees for the Government were at least as
conscious of the economic significance of the limitations they were
imposing upon the defendants as was Judge Wyczanski in the United
Shoe Machinery case. Thus, the Ohio Crankshaft Co. is obligated
to harden crankshafts for all comers, on a per piece, term, or quantity
basis "at such prices as may be lawfully established." 44 Just how did
the Government intend to supervise, and just what limits did it intend
to set to, "lawfully established prices"?

The A. & P. decree, likewise, imposed certain standards on the com-
pany's retail pricing which, to be properly enforced, would require
constant supervision of thousands of prices and hundreds of officials.4 5

Perhaps it is in the patent cases that this issue most frequently arises
and is most cavalierly dealt with. Patent consent decree "boiler plate"
consists of provisions for the charging of a nondiscriminatory, rea-
sonable royalty, and for appeal to the court, with notice to the Attor-
ney General, if the defendant and its licensees are unable to agree upon
terms.46 There never seems to have been seriously considered the con-
sequences of disputes between licensors and licensees. What consti-
tutes a "reasonable royalty" for the exercise of a license under a patent
is assuredly a most difficult matter to determine. It may be suggested
that, where reasonable grounds exist for opening the patent to the
use of "all comers," the privilege should be royalty free. At least this
would relieve the courts, and the Antitrust Division, too, of a burden
for handling which, as we have contended, they are not fitted, either
by training or experience.

Many provisions of consent decrees, as well as of decrees in adjudi-
cated cases, which do not directly fix prices or affect pricing policy do

43 U. S. v. International Business Machines Corp., Commerce Clearing House, Inc.. 1956
Trade Cases, p. 71123.

44i US. v. Ohio Crankshaft Co., Commerce Clearing House, Inc., 1956 Trade Cases, pp.
71445-71448.

4 U. S. v. N. Y. Great Atlantic and Pacifie Tea Co., 1954 Trade Cases, pp. 69110-69115.
41 See, e. g., among others, U. S. v. IBM, 1956 Trade Cases, p. 71127 XI (d) (2) U. S
I. nIternational Cigar Machinery Corp., 1956 Trade Cases, P. 71828, IV (d) (2) ; U. S. v'

Michigan Tool Co., 1956 Trade Cases, pp. 71304-71310; U. . v. Western Electric Co., Inc.,
1958 Trade Cases, p. 71139; X; U. S. v. Logan Co., 1956 Trade Cases, pp. 71634-71638;
U. S. v. General Railway Signal Co. et al., 1955 Trade Cases, pp. 70218-70224.
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so indirectly by one or another of many different paths. For example,
the terms of a decree may subsidize competitors as, in effect, was done
in the United Fruit case. Again, by depriving defendants of the op-
portunity to compete in particular fields or to expand their business
in specified directions, they operate to restrict supply in those fields.
Hence the effect is to boost the price, or at least the long-run effect is
to make the price higher than consumers would otherwise be required
to pay. Certainly there can be little excuse for thus acting under the
aegis of antitrust laws which are supposed to protect the public interest
by fostering competition in the market.

CONCLUSION

In the foregoing review we have attempted to emphasize those
aspects of antitrust adjudication and, in particular, of consent decrees
entered without adjudication, that are most open to criticism. Of
course, the major end of these decrees should never be overlooked.
Their objective, which is the objective also of the decrees resulting
from adversary proceedings, is to restore and foster competition. It
is not to penalize the defendants. The penalties are prescribed by
Congress and there is little excuse for administrative or judicial ex-
tension of those penalties. Although the provisions and the impact
on industrial practice of mandatory decrees are somewhat less likely
to involve price directives, or detailed instructions to managers, they
have, nevertheless, too often imposed operating straitjackets upon
management. The Alcoa decree, for example, included provisions
under which the company was "enjoined and restrained from selling
aluminum ingot for the fabrication of aluminum sheet or aluminum
alloy sheet at higher than fair prices, if the fabricator of such sheet
is thereby prevented from. fabricating and selling aluminum sheet or
aluminum alloy at a reasonable profit, provided that such fabricator
is efficient, well equipped, and otherwise able to fabricate and sell
such sheet on a fully competitive basis; and further enjoined and re-
strained from selling aluminum sheet and aluminum alloy sheet, both
coiled and flat, at prices below its selling prices for aluminum ingot.
plus the cost of manufacturing and selling such sheet." 47

If the primary end constantly held in view by those engaged in
enforcing the antitrust laws is vitalizing competition in the market,
there will certainly be henceforth a radical revision of the standards
governing the terms which are appropriate for inclusion in both con-
sent and adverse antitrust decrees. We must face the realities. If
enforced, these decrees calling for interference in the pricing process
appear to be as inconsistent with the basic assumptions of the free
market portion of our economy as they are with the administrative
procedures evolved for the regulated sector. In the interest of efficient
administration, and even more important, preservation of competi-
tion, it would seem the courts would be better advised to accept, and
the Antitrust Division to insist upon, divestiture rather than elaborate
control of pricing.

47 U. S. v. Aluminum Companyt of America, et al., judgment on mandate against Aluminum
company of America, et al.. U. S. District Court for the Southern District of New York,
Equity 85-73, p. 18. (AprIl 23. 1946.)



THE EFFECT OF GOVERNMENT SPENDING PROGRAMS
ON PRIVATE PRICE FORMATION

Murray L. Weidenbaum, Convair Division of General
Dynamics Corp.

The Government can exert an important impact on private price
formation through its spending programs. As a major buyer of pri-
vately produced goods, it sets or strongly influences prices. As a seller
of the goods it produces or buys, the Government affects the costs or
prices of and demand for privately produced goods. Also, acting as a
promoter, the Government reduces business costs and increases busi-
ness demand bv subsidizing private production, lending or otherwise
makiing fuindsi available, furnishing facilities, and aiding in the devel-
opmeiit of new products and new demands.

It is the purpose of this paper to analyze the various mechanisms
through which governmental spending programs may affect the costs
of business firms, the demand for their goods and services, and the
prices they charge. It is not intended to compare the effectiveness or
desirability of these mechanisms or to describe their operation in
great detail. This study is focused on currently operating programs
of the Federal Govermnent.

THE GOVERNMENT AS BUYER

The Federal Government has become by far the largest single pur-
chaser of the goods and services produced by the private economy. In
the calendar year 1956, 7 percent of the consolidated net sales of busi-
ness firms were made to the Federal Government.' During periods
of national emergencies, the percentage has been significantly higher.

As a result, changes in the aggregate of Government expenditures
can affect the general price level of the economy. During a situation
of relatively full employment, an increase in Government procurement
would tend to raise prices, as a result of Government agencies bidding
against private firms and individuals for existing resources. Similar-
ly, Government transfer and other payments would tend to increase
inflationary pressures under such circumstances by strengthening pri-
vate demand.

However, a rise in total Government spending would ordinarily be
expected to have little effect on prices when sufficient idle resources
are available to meet the new Government demand. The major ex-
pansive effect would be on the output of the economy.

The precise effects of an increase in Government spending on prices
and production would depend on the nature of the new Government
disbursements, the composition of competing demands, the structure
of the industries affected, and the impact on private expectations.

XSurvey of Current Business, July 1957, pp. 13-14.
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Often, the mere knowledge that the Government is going to increase
its spending significantly can set off a wave of private purchasing and
an inflationary spiral well in advance of the actual governmental dis-
bursements.2

The experience immediately after the outbreak of the Korean con-
flict serves as a case in point. Expectations that sharply expanded
defense spending would bring higher prices and shortages led to im-
mediate forward buying. The larger volume, of consumer buving
contributed to increased demand all along the line. Distributors'
orders mounted as they attempted to maintain or build up stocks.
Manufacturers' orders for raw and semifinished materials also rose
substantiallws

As a resyl, wholesale and retail prices rose sharply during the first
few months of the conflict. However, total Federal expenditures
remained relatively stable during the period and the rate of military
orders placed did not rise significantly until the following year.

The price effects of a reduction in total Government spending would
be analogous to those accompanying an increase in public outlays.
During a period of relatively full employment, such a decline would
tend to reduce general price levels or to dampen the tendencies for
further increases, without much effect on total production. Under
circumstances of less than full employment, a decline in Government
expenditures could cause a reduction in total productive activity.

The aggregate approach, however, does not adequately convey the
impact of Government purchasing on specific industries and firms.
The following section of this report attempts to indicate such effects
resulting from the operations of a number of individual Government
programs.

In some instances, the Government has chosen to set the price at
which it will buy specific commodities. In other circumstances, it
influences the price because of its strong market position. In many
cases, the Guverniilient buyb on thie open mnarket and exercises InO I-
portant influence on private pricing practices.
Government-determined prices

The monetary metals are prime examples of commodities which the
Government will buy at a set price. The Treasury buys (and sells)
gold at the fixed price of $35 an ounce minus (orplus) a handling
charge of one-fourth of 1 percent. As a result, the price of gold in
the United States, and in the world market generally, fluctuates with-
in the narrow range of $34.9125 to $35.0875 an ounce.

The Treasury buys newly mined silver from domestic producers at
the fixed price of 90½/2 cents an ounce. However, it is not generally
prepared to buy from foreign producers at that price and it sells
silver at a price that may vary from the statutory buying price. Con-
sequently, the market price of silver may be either above or below
90½12 cents an ounce. In effect, the Treasury buying and selling poli-
cies establish a floor under the price of domestic output but have no
such influence on foreign production or on accumulated stocks, nor do
they determine a ceiling on the price of silver.

2 For a treatment of the timing of the economic Impact of Government spending, see the
writer's paper on The Federal Government Spending Process in Joint Economic Committee,
Federal Expenditure Policy for Economic Growth and Stability, Washington, Government
Printing Office, 1957, pp. 493-506.



EOONOMIC STABILITY AND GROWTH 531

Other important instances in which the Government determines
prices of private output are also found in the raw-material field

These include both agricultural and mineral products, discussed belo-w.
The Department of Agriculture, under the farm price-support pro-

gram, supports the prices of a number of agricultural commodities.
The so-called basic commodities-corn, cotton, peanuts, rice, tobacco,

and wheat-are currently supported at between 75 and 90 percent of

parity, depending on the Agriculture Department's estimate of the

relationship of anticipated supply to anticipated demand. The sup-
port level progressively drops as the estimate of supply rises above
expected demand (see table 1). In the case of tobacco, the support
price drops below 90 only when marketing quotas are not in effect and

have not been disapproved. 3

TABLE 1.-Determination of the level of price supports

If the supply percentage I as of the beginning
of the marketing year is-

The level of support shall be not less than the following
percentage of the parity price For tobacco, corn, For cotton and

wheat, and rice- peanuts-

Over Not over Over Not over

9- - 102 108

889 ------------------------------------------------------ 102104 108 110
89 ---------------------------- 104 106 110 112

87 ------------------------------------------------------ 106 108 112 114
87 ---------------------------- 108 ito 114 116

85 - 110 112 116 118

84 ------------------------------------------------------ 112 114 118 120

83 ------------------------------------------------------ 114 116 120 122

82 ------------- ------------- ------------- --------- 116 118 122 124
82 ---------------------------- 118 120 124 125

80 -120 122 125 126
79 - --- --- --- --- --- --- ---- --- --- --- --- --- --- 122 124 126 127

778 ----------------------------------------------------- 124 126 127 128

768-12 128 130 129 130

75 ---------- ---------- ---------- ---------- ---------- 130 ------------013 1 30130

I The supply percentage for any commodity is the percentage which the estimated total supply is of the

normal supply as of the beginning of the marketing year. The total supply is, generally speaking, the

carryover at the beginning of the marketing year, plus the estimated production of the commodity m the

United States during the calendar year in which the marketing year begins, and the estimated imports into

the United States during the marketing year. The normal supply in the case of basic commodities is,

generally speaking, the estimated domestic consumption, plus estimated exports, plus an allowance for

carryover.

Source: U. S. Department of Agriculture, Price Programs, Agriculture Information Bulletin No. 135,

Washington, Government Printing Office, 1957, p. 13.

The support of farm prices is provided through loans, purchase
agreements, and purchases. Each of these devices provides price sup-

port at exactly the same level. As the loans a-re of a nonrecourse type,
many analysts view them as merely a preliminary step to the eventual

Govermnent purchase of the commodities, rather than purely credit

transactions. When the market value is less than the amount loaned,
the borrower may choose not to repay the loan; he may surrender the
product at the end of the loan period and be free from any obligation
to pay the difference between the amount advanced and the market
value of the product. Thus the loan is, in effect, a purchase com-
mitment which establishes a price floor for the commodity.

S U. S. Department of Agriculture, Price Programs, Washington, Government Printing

Office, 1957, p. 4.
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The essential difference between a loan and a direct purchase is that,
in the former case, the farmer retains the opportunity to sell his com-
modities commercially if the market price is more favorable to him
than the support price. A purchase agreement, on the other hand,
provides a convenient form of price insurance for the producer who
does not have an immediate need for cash or who is not able to meet
the loan storage requirements.

Loans adl nurchases by the Government support prices in twVo
major ways: 1) By providing farmers with a cash return at the
support level, and (2) by strengthening market prices of the com-
modity through withdrawal of supplies from the market.

These programs also tend to adjust for seasonal factors in market-
ing. Farmers are ordinarily inclined to market their crops at harvest
time, which sometimes makes for market gluts and lower prices. By
giving farmers an opportunity to hold their crops without risk for
later marketing, the price-support programs tend to spread marketing
over the season, thereby reducing the magnitude of price fluctuations.

The farm price support program is a Government spending pro-
gram with accompanying regulatory features. Farmers desiring to
participate in price-support arrangements must abide by the acreage
allotments and marketing quotas which are in effect for the com-
modity. When significant numbers of farmers do not participate in
the program, the prices of supported commodities may fall below the
support level. Figure 1 shows, for a typical commodity, the extent
to which the actual price may be above or below the support level
and the proportion of annual production which has been placed under
price support.
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FIGURE 1
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Price guaranties probably tend to expand agricultural output, par-
ticularly of supported items. They permit farmers to plan ahead
with greater certainty and may result in increased long-term invest-
me-nt in agriculture. It is apparent that the price-support program
has not contributed to any increase in the demand for farm products.
To the exent that price elasticity exists, it would be expected that the
p]rogram lessens demand; where prices would decline in the absence of
the program, price-support payments prevent the rise in demand
which would accompany the price reduction.

Under the Defense Production Act and related legislation, the
Government supports the prices of a number of minerals as a means
of encouraging domestic development. The Government has entered
into contracts with mineral producers to purchase all or part of the
entire output from a new source of supply at a specified price for a
specified period of time. Generally, the producer has the option to
sell his material on the open market (if he can obtain a price equal
to or higher than the guaranteed price). However, the Government
may call for certain quantities during the contract period. Alumi-
num, copper, nickel, fluorspar, molybdenum, titanium, and zinc pur-
chase programs have operated in this manner.

In order to increase domestic production of such miiierals as beryl,
mica, mercury, and manganese, the Government has established fixed
incentive prices available to all domestic producers.

Titanium furnishes an extreme example of the impact of Govern-
ment procurement and related assistance on the price level and the
very development of an industrial commodity. Government contracts
with titanium producers generally provide that the Government will
underwrite a market at guaranteed prices for the entire production
of each contractor.

In addition to executing commitment-to-purchase contracts, the
Government has advanced funds to contractors to finance the con-
struction of titanium facilities and has underwritten the cost of re-
search designed to improve production, reduce -unit costs, and improve
utilization of the material. The General Services Administration, the
Federal agency administering the defense materials program, has
stated that titanium "probably could not have been developed except
with Government assistance." 4

The Atomic Energy Commission has established "guaranteed fair"
prices for various nuclear materials. Its price-guaranty policies
for uranium anticipate a transition from a Government-controlled to
a commercial market. The Commission has announced that it will
terminate its guaranteed purchase price for uranium ore after March
31, 1962. Thereafter, until December 31, 1966, it will provide a
guaranteed market for uranium concentrates produced commercially
from domestic ore. A concentrate price will be guaranteed rather
than an ore price since a concentrate is the primary product desired
by private industry.5

Purchase programs of the AEC are thus a* means of fostering pri-
vate industrial capacity by creating a base load justifying plant

4 U. S. Congress, Joint Committee on Defense Production, Progress Report No. 38, Wash-ington, Government Printing Office. 1957, p. 35.
6 U. S. Atomic Energy Commission, Twenty-third Semiannual Report, Washington, Gov-

ernment Printing Office, 1958, p. 433.
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capacity and development effort wh icli the embryonic atomic energy
industry might not support alone.

Gover-nment-influenced prices
For a number of industries, the Federal Government is such a large

customer that it may exercise an important influence oln the price at
which the firms sell. Military procurement of weapons is a striking
case in point. In 19.5i5, over 95 percent of the total sales of the 12

largest airframe manufacturers 'were to the Federal Government.
Three-fourths of the firms reported that at least 99 percent of their
sales were made to the Government.c As Professor M~iller has
stated:
. . . the services' purchase policy will inevitably be the principal determinaist
of the price and profit policies of such industries . iarket experience cannot
serve as a guide.'

Of necessity, the competition within the aircraft industry is pri-
marily related to design. By the nature of mnilitary requirements,
there is maximum pressure upon the armed services to obtain the most
advanced weapons. After mission requirements have been established
for major weapon systems, engiineering-design proposals are requested
from qualified contractors. Such proposals are evaluated in terms of

excellence of design, demonstrated production ability (including both
quality and schedule attainment), costs, and other pertinent factors.
For any given competition, different weights may be assigned to each
factor, depending upon the urgency of the procurement and mission
requirements.

Thus, military contracts are negotiated primarily With selected
suppliers rather than awarded through public advertisement of bids.
During the fiscal years 1951-515, military prime contracts with business
firms for work in the United States totaled $126.8 billion. Of this
amount, contracts totaling $111.3 billion were awarded on a negotiated
basis.5

Military procurement officers can award a number of types of con-
tracts to private business firms: cost with no fee, cost with fixed fee,
incentive fixed price, and firm fixed price.

Under a "cost, no fee" contract, the contractor provides supplies
or services at actual cost with no fee or profit. Such contractors are
typically educational and related nonprofit institutions performing
research.

Cost-plus-fixed-fee contracts are generally utilized on initial con-
tracts, where experience in the production of the articles contracted
for is limited and on contracts for research and development work by
commercial establishments.

Under incentive contracts, target costs and profits are established
at the inception of the contract or at specified times during the initial
stages of performance. Upon completion of the work, the sales price
to the Government is reduced by a stated percentage of any reduction
in the target cost. The remainder of the cost reduction accrues to the

U. S. House of Representatives, Committee on Armed Services, Aircraft Production
Costs and Profits, hearings before the Subcommittee for Special Investigations, Washington,
Government Printing Office, 1050.1p. 2725.

7John Perry Miller, Military Procurement in Peacetime, Harvard Business Review, sum-
mer 1947, p. 457.

'U. S. Senate, Select Committee on Small Business, Government Procurement, 1956,
Washington, Government Printing Office, 1956, p. 247.
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contractor. If actual costs exceed target costs, a stated percentage of
the excess is borne by the contractor and the remainder by the Gov-
ernment. Predetermined ceilings are also set on the final contract
price and on the contractor's profit. Chart 2 shows the operation of an
incentive contract.

Under the firm-fixed-price contract, supplies are furnished at a
specified firm price with no provision for adjustment. An example is
the procurenient of a fullow-on order of aircraft in which experience
has been gained to the point where an acceptable firm price could be
determined.

The initial prime contractor, having already accomplished basic
engineering and tooling, has a substantial advantage in pricing follow-
on procurement. Likewise, after producing an initial quantity, he can
take advantage of the savings possible from quantity production.
These advantages are so great as to preclude the possibility of mean-
ingful competition for follow.-on quantities.



YIGuRE 2

Typical Incentive Pricing Provisions
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Profit rate, 8 %
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The Government uses the "learning" or "improvement" curve as
a test to analyze the reasonableness of follow-on production costs.
Hence, aircraft manufacturers generally use the curve in forecasting
costs for contract proposals. The "learning curve" is a method of
determining the decreasing man-hours required to perform any re-
petitive operation as the operation continues. According to learn-
ing curve theory, the tilme required to do a job will decrease each
timle AlHat job is repeaLed; the amll0ount OI decrease will decline by a
given ratio.

For example, on an 80-percent learning curve, if 10 hours are re-
quired for the first unit, the second will require 8 hours, the fourth
6.4, and so forth. Chart 2 shows a hypothetical learning curve. The
80-percent ratio is based on the experience of the aircraft industry
during World War II.

The program of stockpiling strategic and critical materials is
another instance of the Government buying a significant share of
an industry's output and, oftentimes, affecting the general sales price
of the commodity. For example, the stockpile takes all strategic
mica produced in the United States today and will continue to do so
until December 1962. Under this program, the Government has also
acquired substantial amounts of 75 other materials. One observer
contends that contracts for the stockpile have sometimes been above
the market price to encourage greater output and, in some cases, have
tended to raise the general price level of the minerals involved.9

D Robert L. Hubbell, Hidden Subsidies in the Federal Budget, National Tax Journal, Sep-tember 1957, p. 223.
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During times when the materials being stockpiled are in short sup-
ply in the private economy, the Government has permitted scheduled
deliveries to be diverted to private customers, thus reducing the pres-
sures for price increases. Similar adjustments have been made in
purchases under the Defense Production Act.

During the first 6 months of 1957, about 3 million pounds of
molybdenium were diverted to industry because of tight world market
conditions. The extent to which similar diversions (and outright
sales) could be made in the future may be seen from the fact that 62
other materials in the stockpile are equal to or in excess of current
"priority level" objectives. Items in this category include aluminum,
asbestos, cobalt, copper, fluorspar, lead, manganese, mercury, nickel,
natural rubber, tin, tungsten, and zinc."0

It should be noted that for many types of standard industrial prod-
ucts the Government seldom buys a sufficient quantity to make it a
dominant factor in the market. In one of the most comprehensive
studies of Federal purchases of nonmilitary goods, Dickson Reck con-
cluded that such sales to the Government also have little influence on
the prices quoted to other customers."'

Private firms often pursue a policy of selling commercial products
to the Government at comparatively low prices during slack periods
and bidding at high prices at other times. The Government is looked
upon as a special buyer who does not become a "steady" customer.
Government contracts do not establish precedents for the prices which
other buyers consider to be "fair". A low bid for one contract fol-
lowed by a higher bid for another would not prejudice the supplier's
relations with the Government.

The cost of selling standard items to the Federal Goverinment may
be relatively lower than to other customers because the sealed bid prac-
tice involves a minimum of sales effort and advertising. Further-
more, no credit risk is involved in such sales.
Governrment-induced stand arda

As an important employer of labor, the Government determines the
wage rates and working conditions of a sizable part of the labor
force. In specific industries, the Government is a major factor, while
in others it is quite minor. Table 2 shows that, in 1940, government
employees (State and local as well as Federal) constituted over one-
third of all shipbuilding workers, two-thirds of education workers,
but only 1 percent of those engaged in manufacturing and less than
one-third of 1 percent of those in agriculture. In many industries, the
percentage of workers employed by governmental units probably has
risen in the intervening period.

10 Office of Defense Mobilization, Stockpile Report to the Congress, Jnnuary-June 1957,Washington, Government Printing Office, 1957, pp. 2, 9.
11 Dickson Reck, Government Purchasing and Competition, Berkeley and Los Angeles,University of California Press, 1954, p. 181.
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TABLE 2.-Infus trial distribution of Governmnent employment, 191O

[Government workers as percent of total workers in the Industry]

Industry 1

Agriculture…--------------------------…-------------------------------
Forestry and fishery---------------------------
Mining- -----------------------------------------------------------
Construction… __--______------____-_-______________
Manufacturing- ------------------------------------------------------

Printing and publishing----------------------------------- (1. 0)
Iron and steel products…--------------- ------ ---- ---- --- (3. 2)
Ship and boatbuilding------------------------------------ (36. 2)
Apparel and accessories -------------------------------- (2. 4)
Other----------------------------------------------------- (0. 1)

Transportation, communication, and utilities…--------------------------
Street, railway, and buslines…-----------------------------(7. 6)
W ater transportation…-------------------------------------- (5. 6)
Utilities…--------------- -- …------------------------------- (23. 9)
Other----------------------------------------------------- (0. 5)

W holesale and retail trade…-------------------------------------------
Banking and other financial…-----------------------------------------
Insurance and real estate…--------------------------------------------
Business and personal services…---------------------------------------
Amusement and recreation…-------------------------------------------
Professional and related…---------------------------------------------

Education services…---------------------…----------------- (78. 2)
M edical and other health…---------------------------------- (21. 4)
Charitable and related----------------------------------- (4.1)
Athor ____ ------------------------ (0. 3)

ercent
0.3

22. 0
0.4

10. 7
1. 1

5. 2

.2
3.0
.3
.1

2. 4
43. 7

Government------------------- --------------------------------------- 100. 0
Other---------------------------------------------------------------- 3. 1

Total-5 _ S. 5

Source: Solomon Fabricant, The Trend of Government Activity in the United States
Since 1900, New York, National Bnreau of Economic itesearch, 1952, pp. 174-175.

The Federal Government, at times, has tended to set standards in
the labor market. For example, its role in establishing an 8-hour day
for'its employees tended to make the Government a model employer
during the 19th century.

The Government also sets certain labor standards for the work on
the contracts it lets. The Walsh-Healey Act requires that every
Federal supply contract in excess of $10,000 include stipulations call-
ing for (1) the payment of no less than prevailing minimum wages
"for persons employed on similar work or in the particular or similar
industries or groups of industries currently operating in the locality,"
as detemined by the Secretary of Labor, (2) overtime pay at the rate
of time and one-half for hours worked in excess of 8 a day or 40 a week,
(3) restrictions on child labor and convict labor, and (4) minimuln
safety and health standards.

THE GOVERN:MENT AS SELLER

Through changes in the volume of goods and services it sells to the
public, the Government can affect the aggregate level of prices. For
example, sales of commodities from Government stockpiles during
a period of shortages can dampen or prevent price rises. Conversely,
the Government can support the general price level during a period
of surpluses by halting or reducing the level of its sales of commodities
to the public.
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In a more specific wvay, the Governmeent may affect the cost of busi-
ness firms, the prices they charge, and the demand for their output by
its own pricing policies on the items it sells. In addition, intragovern-
mental sales reduce the Governmnent's demand for private production.
Government sales to the public

Under a large number of programs, the Federal Government pro-
cduces or buys goods for sale to private purchasers. For some of these
programs, the Government establishes unilaterally the prices at wvhich
it sells and, hence, determines the cost of these items to private in-
dustry. To the extent that these Governmept prices are below com-
parable commercial rates, an element of subsidy is involved and pri-
vate sales may be diminished and the allocation of resources may be
influenced.

Sales to the public of materials and services which the Government
itself produces are many and diversified. Some of the better known
include materials provided by the Atomic Energy Commission, power
from the Interior Departmeint projects, publications of the Govern-
ment Printing Office, and mail delivery by the post office. In other
cases, the Government may sell commodities which it has previously
purchased from private firms, such as mineral and agricultural com-
modities.

The post office is, of course, a Government monopoly where the
piice is set unilaterally by the seller. Rates are determined by theCongress as a matter of public policy, rather than in direct relation to
cost or other market factors. An exception exists in the case of parcel
post, which is the one major element of postal service that is com-
petitive with private enterprise. In this area, the post office rates are
subject to the approval of the Interstate Commerce Commission, as is
true for the competing commercial trucking companies.

The Government Printing Office is one of the major publishers in
the United States, printing ind distributing over 100 million books,
pamp~hlets, and other publications a. year. The literary output ranges
from the perennial best sellers on infant and child ca're to works on
American history and geography, language instruction, home eco-
nomics, recreational activity, and scientifc studies.

The prices of GPO publications generally cover variable or incre-
mental costs only, such as ink and paper, plus a markup. Fixed costs
(preparation of copy and setting up of type) are borne by the agency
originating the document.
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As an adjunct of its surveying activities, the Federal Government is
a major mapmaker. The Geological Survey, the Coast and Geodetic
Survey, and many other agencies prepare various types of maps and
charts which are used by the general public, by scientific and pro-
fessional personnel, and by private mapmaking establishments. In
this area, also, the prices charged do not cover the full cost of prepa-
ration. The charges made by Governmlienit agencies are usually limited
to incremental costs. The allocation of joint costs between govern-
mental and private users would, of course, be a difficult task.

Some governmental sales activities are designed to make the results
of research and development available to the public. Radioisotopes
are sold by the Atomic ienergy Commission to private business firms.
These radioactive byproducts of atomic energy activities are used in
the cigarette, oil, paper, and other industries, primarily as density,
thickness, and related gages. The annual reduction in business costs
arising fromn the use of radioisotopes has been estimated to be between
$296 million and $486 million a year and to be rising steadily.1 2

In addition to affecting the costs of the private purchasers of goods
and services from the Government, goverinmelltal pricing policies may
influence the pricing policies of private firms producing the same or
similar goods and services. Such an effect is provided by the opera-
tions of the Tennessee Valley Authority.

A former chairman of the TVA has pointed out that a short time
after TVA announced low rates for the power it sold, the neighboring
private utilities of the Southeast followed suit by making large re-
ductions in their own rates. Use of electricity in the area increased
significantly.13 The geographic relationship between power prices
in the Tennessee Valley region and other regions in the United States
is shown in figure 4.

13 U S. Congress, Joint Committee on Atomic Energy, hearings on Development, Growth,
and State of the Atomic Energy Industry, Washington, Government Printing Office, 1957,
p. 78.

13 David E. Lilienthal, TVA: Democracy on the March, New York, Harper & Bros., 1944,
p. 22.
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There has been considerable controversy over whether TVA's
power rates involve an element of subsidy, inasmuch as part of its
facilities can be charged off to flood control. ';henl governmental pro-
duction is supported by tax revenues, there may occur, in addition to
any displacement or curtailment of private enterprise, an increase in
business costs resulting from taxation to cover the subsidy.

Federal power programs also involve an element of choice among
prospective buyers. Preference clauses on Federal powver projects re-
quire that States, counties, municipalities, and cooperative organiza-
tions be given first choice. As a result, the bulk of federally produced
powxer available to non-Federal users is purchased by publicly owned
power systems.

-Moreover, under its "sole-supplier" clause, TVA requires all of its
regular utility customers to take their entire supply from its facili-
ties. Such requirements prevent the distributors from constructing
generating facilities of their owvn. As a result, only two small pri-
vately owned utilities distribute TVA power; the bulk is handled by
149 local public agencies.' 4

Al important but indirect effect on private costs may occur when
the Government markets public debt securities. The Federal debt
comprises such a substantial portion of the total debt of the economy
that the interest rates paid by the Treasury affect the cost of private
borrowing. However, the market influences the rates at which Treas-
ury securities are sold. This is a relationship -lwhich is more closely
affected through monetary policy than through fiscal policy.

Governmnental provision of goods and services for Govenw-ent wse

The Government itself produces much of the goods and services
that it requires for its own operations. To the extent that these
requirements could be met from private sources, the demand for pri-
vate production is reduced.

A recent inventory of commercial-industrial activities which the
Federal Government conducts to provide goods and services for its
own use indicates the wide variety of such operations. It was re-
ported that 19,321 installations were being operated with capital
assets estimated at $2,990 million and 266,000 employees. (See table
3.) No data were reported on the value of production at these instal-
lations.

'4 Budget of the U. S. Government for the fiscal year ending June 30, 1958, Washington,
Government Printing Office, 1957, p. 88.
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TABLE 3.-Commercial-Industrial activities of the Federal Government, fiscal
years 1954,-55

Agriculture, forestry, and fisheries:
Farms -
Forestry and other |

Subtotal
Mining
Contract construction
Manufacturing:

Ordnance and accessories
Food and kindred products
Textile mill products-
Lumber and wood products
Chemicals and allied products
Primary metal industries
Fabricated metal products
Machinery (including electrical)
Transportation equipment
Miscellaneous

Subtotal-
Transportation, communications, and other utilities:

Trucking and warehousing
Water transportation
Transportation by air
Telecommunications
Utilities and sanitary services
Miscellaneous

Subtotal
Wholesale and retail trade
Finance, insurance, and real estate
Service:

Personal service -- ----
Miscellaneous business service
Automobile repair
Miscellaneous repair -----------
Radio and television ---
Medical and other health
Education ----
Miscellaneous ----------------

82
35

117
11

981

36
195

3

85
42
21
24
21
24

211

662

4, 753
49

154
714
366

25

6, 061
311
328

399
8, 932

498
216
14
52

48
691

$8 550, 077 489
2,353, 954 295

11, 304,031 784
2, 369, 561 34

160, 249,555 22, 888

657, 795, 846 46, 447
4, 848, 457 592
4,490,967 815
9, 760, 859 3, 866

24,391,649 547
13, 200, 198 536
19, 420, 537 1, 131
10, 260, 571 861

1, 528, 771, 429 118 543
19, 244, 883 5, 220

2, 292, 185,396 178, 558

308,043,018 5, 511
9, 470, 424 273
3,354,592 137

20,661,748 713
24,824, 360 602

1,740,496 84

368, 094, 638 7,320
20,029,032 1,406
10, 523, 169 1,230

34, 322, 437 4, 697
21, 544,668 32, 344
13, 643, 356 4, 154
18,165,934 4,339
16,527,899 143
4, 007, 062 403
2,231,729 175

14,911,268 8,020
Subtotal--125, 354,353 54, 275
Total ' -19,-- 19,321 2, 990,109, 735 266, 521

I Includes 357 military installations valued at $2,229,454,160, employing 169,677 personnel.
Source- U. S. Bureau of the Budget, An Inventory of Certain Commercial-Industrial Activities of theGovernment, Washington, 1956, tables II and IV.

The bulk of investment in such Government installations is in 357
military units. Navy shipyards account for more than $1.5 billion
of the assets reported and for 113,000 of the civilian employees shown.
The manufacturing of ordnance and accessories, largely by the Army,
accounts for over $650 million of the capital assets and for more than
45,000 civilian employees.

The next largest category in terms of capital assets and employees
and the largest in terms of numiber of installations is transportation,
communication, and other public utilities. The major itemi in this
category is grain storage bins for the Commodity Credit Corporation.
The General Services Administration also has a large investment in
storage facilities, primarily for the stockpiling of strategic and criti-
cal materals.

Other major types of civilian production carried on by the Federal
Government include construction by the Corps of Engineers and
TVTA, custodial work performed at post offices and other Government
buildings, Veterans Administration laundries, radio broadcasting

------------------------
-------------
-------------
-------------
-------------
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facilities of the United States Information Agency, helium plants of
the Bureau of Afines, shipyards of the Coast Guard, and woik of the
Federal Prison Industries, Inc.

It is difficult to determine the extent to which goods and services
produced by these Government enterprises would be made available
by private industry at the times and locations and of the types re-
quired. From time to time, representatives of private industry have
claimed that adequate private facilities do exist. One such example
was furnished in the field of transportation:

Privately owned common carriers have observed that there is a tendency on
the part of * * * the Federal Government to purchase transportation equip-
ment to move their own goods and personnel instead of using the services of
presently available privately owned for-hire carriers

THE GOVERNMNENT AS PRO31OTER

In addition to affecting private price formation directly through
its market actions as buyer and seller, the Federal Government can
exert an important influence through other programs. Govern-
mental expenditures for subsidies, loans, facilities for use by business
firms, and developmental purposes all can reduce costs of business
firms, increase the demand for their output, or otherwise affect their
price policies.
Subsidies and related paymrents

Some of the types of Governmnent spending programs discussed
above may involve elements of subsidy to business firms and agricul-
tural units. These include governmental purchases of commodities
at higher than market prices and sales at lower than commercial
rates. In contrast, this section covers governmental transactions
which are neither purchases nor sales but which are designed to in-
fluence private production, investment, and price decisions. Federal
subsidy programs include payments to marginal high-cost producers
to obtain increased production as well as across-the-board payments to
all producers of the subsidized commodity.

A major category of Federal subsidies is in the form of payments
to farmers for following a prescribed course of action, often one which
they would not pursue in the absence of the Government payments.
The agricultural conservation program (ACP), the disposal of sur-
plus agricultural products, the Sugar Act program, the wheat-agree-
ment program, and the soil bank are representative programs in this
category.

Under the ACP, the Agriculture Department pays a cooperating
farmer a portion of the cost of various types of conservation practices.
A major part of the funds has been spent for materials and practices
that raise current production, such as fertilizers and cover crops.
Some of the payments also cover reforestation, reseeding of depleted
ranges, and building storage dams and reservoirs. To the extent that
the participating farmers would not engage in conservation practices
in the absence of these payments, the ACP program affects investment
and production patterns of agriculture.

IsTransportation Association of America, Sound Transportation for the National Wel-
fare, Chicago, 1953, p. 71.

23734-58---36
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The Agriculture Department encourages the export of wheat by
paying exporters the difference between the selling prices prevailing
under the International Wheat Agreement and the domestic market
price of wheat. The Commodity Credit Corporation announces daily
rates of export payments. Knowing the payment rate, American ex-
porters can sell within the agreement-price range to importers in coun-
tries with an open-agreement quota.

The Sugar Act program is another instance of Government spend-
ing being utilized to effectuate regulatory activity. Payments are
made to producers who abide by the marketing allotments established
for sugar beets and sugarcane. Qualifying farmers must also pay
wage rates no less than those determined by the Secretary of Agricul-
ture to be fair and reasonable and must abide by restrictions on the
use of child labor.

The program for the disposal of surplus agriculture commodities is
devoted principally to perishable farm products not receiving direct
price support. Subsidy payments are utilized to encourage the sale
of these surplus commodities. Export subsidies are paid to cover the
difference between the domestic prices and lower world prices. Diver-
sion payments enable processors to purchase surplus commodities on
the domestic market, direct them to byproducts and new uses, and sell
them at lower prices comparable to those of competing products.

Under the soil bank program, farmers are paid to reduce certain
types of agricultural production. Farmers who enter into contracts
with the Agriculture Department for removing cropland from produc-
tion and establishing long-range conservation practices receive pay-
ments for instituting the practice and annual payments for the dura-
tion of the contract. Farmers who reduce their acreages of the basic
commodities below acreage allotments are compensated under the
acreage reserve program.

Another area of private production subsidized by Federal payments
is mining. Under the Defense Production Act, the Federal Govern-
ment made subsidy payments to producers of aluminum, copper, and
zinc. Copper and zinc subsidies were paid to keep in production those
marginal mines which would have gone out of production as a result of
increased costs and fixed ceiling prices. Subsidy contracts were ter-
minated on removal of copper and zinc from price regulation in 1953.
The aluminum subsidies covered the high cost of supplying power to
the marginal facilities reactivated during the mobilization period.

Governmental subsidies are also paid to private firms in the trans-
portation field. The Federal Maritime Board encourages the mainte-
nance and development of the American merchant marine by subsidiz-
ing domestic ship construction and ship operation. Construction and
operating-differential subsidies are paid to cover the differences in the
relative costs of building and operating ships in the United States and
in foreign countries.

The Civil Aeronautics Board fixes rates for the transportation of
airmail to promote the development of air transportation, the postal
service, and the national defense. To the extent of the carriers' needs,
some of these rates include an element of subsidy. Since 1953, the
subsidy has been charged directly to the CAB, rather than to postal
funds.

All of the domestic trunk lines and certain international routes are
currently operated without benefit of subsidy. Local service, heli-
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copter, and territorial operations, however; are still receiving subsidy.
Historically, these subsidies have had a key role in establishing the
commercial airline industry.

Loans and loan guaranties
The Government may affect business costs and the allocation of

resources through its credit programs. WNThere Federal credit is pro-
vided to business firms at less than commercial rates, the interest ex-
pense of the recipients is reduced. To the extent that the Government
provides credit to firms which would otherwise be unable to obtain
credit, the recipients may be enabled to undertake various investment or
operating activities they would otherwise have to forego.

The Rural Electrification Administration has been lending to coop-
eratives at 2 percent, a rate considerably below commercial rates for
money of comparable term. In reducing the cost of loanable funds,
the REA thus encourages investment in agriculture. The Farmers
Home Administration makes loans to farmers wNho otherwise would be
unable to obtain credit. By law, emergency crop and feed loans by the
FHA are limited to marginal borrowers-farmers "who cannot obtain
loans from any other source."

In contrast, the Farm Credit System was organized to set stand-
ards for interest rates, terms, and credit services for farmers generally.
The Federal land banks, one of the constituent agencies, introduced
long-term amortized loans to farmers on a nationwide basis. This
did away with frequent, costly, and uncertain renewals which had
characterized most farm mortgage lending previously. At times, the
land banks have led the field in adjusting interest rates downward.
One observer claims that long-term interest rates to farmers are at
least one-half of 1 percent lower than would be the case in the absence
of the land banks.10

Federal credit programs have also been important in the residential
housing area. Primary emphasis, however, has been placed on guar-
anties of private loans rather than on direct lending of Federal funds.
Although it can be more liberal with guaranties than with direct loans,
the Government has more control over the timing and volume of direct
lending than over guaranteed private lending.

For example, in a situation of tightness in the money market, the
Federal Government can liberalize the conditions under which it will
guarantee private loans but it cannot compel private lenders to lend
funds for specific purposes or to specific borrowers. In contrast,
under such economic conditions, the Government can increase the
volume of its own lending for the same purposes. Within the limits
of available lending authority, it would be the prospective eligible
borrowers rather than lenders who determine the volume of lending
operations in such cases.

However, programs of Federal guaranties of private lending can
have important leverage effects on the economy beyond the direct
influence on the flow of funds. The guaranties of residential mort-
gages by the Veterans Administration and the insurance of residential
mortgages by the Federal Housing Administration have had such
effects.

10 Murray R. Benedict, Can We Solve the Farm Problem? New York, Twentieth Century
Fund, 1955, p. 152.
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These programs have stimulated the construction industry, increas-
ing the willingness of builders to undertake construction by reducing
the equity required to invest in projects and by raising their expecta-
tions as to the salability of the final product. These programs also
have increased the willingness of lenders to invest in mortgages and
thus to supply investment funds and have helped to increase the
demand for housing loans. Federal housing credit programs may
thus be interpreted as efIorts to raise the proportion of resources
devoted to housing construction above the level that would be obtained
from the interplay of market forces.
iIn expanding the demand for housing, these programs often resulted
in increases in prices of building materials and existing houses. Pos-
sibly more important has been the effect of these governmental credit
aids on the nature of the mortgage instrument. As the Government
has assumed much of the risk involved, short-term, nonamortized first
mortgages have given way to relatively long-term mortgages with
high loan-to-value ratios and regular amortization payments.

Federal guaranty programs can also be accompanied by regulatory
aspects. VA loan guaranties, for instance, are only made in those
cases where the purchase price does not exceed the value of the prop-
erty as fixed by the approved appraiser. Thus, the guaranty activity
has had a direct effect on the pricing of a substantial portion of the
output of the housing industry.

For some specialized housing programs, primary emphasis has been
given to direct lending. The Housing and Home Finance Agency
provides loans at 234 percent to colleges for the construction of dor-
mitories and related facilities. The ready availability of Federal
funds undoubtedly has encouraged this form of construction. How-
ever, the low interest rate virtually has eliminated all private inves-
tors from the college housing field, an area where private funds had
been available to the larger educational institutions.

Most Government loan programs to private businesses have been
noncompetitive with commercial lenders. The Small Business Ad-
ministration makes no loans unless the financial assistance applied for
is not otherwise available on reasonable terms. No direct loan may be
made if participation with a bank is available: no immediate partici-
pation loan may be made if a deferred participation loan is available.
Provision of facilities

The Federal Government provides and maintains a considerable
array of facilities which are used by private business firms at nominal
or no charge. The largest of these programs are in the transportation
field.

No tolls or other charges are made for the use of domestic water-
ways improved and maintained at Government expense. As a result,
the rates charged by common and contract carriers using these facili-
ties do not reflect the entire cost involved.17 In some instances, water
transportation appears to be less expensive than other forms of trans-
portation. This tends to place it at a competitive advantage and to
result in an allocation of traffic that is not based on real differences in
transportation costs.

17'The TVA estimated that, in 1955, freight charges to shippers would have been $20
million higher if the Tennessee River had not been improved for navigation. Budget for
the Fiscal Year Ending June 30, 1959, Washington, Government Printing Office, 1958,
p. 187.
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Government expenditure making available new transportation
routes may affect the movement of traffic, even though charges levied
reimburse the original Government outlays. The St. Lawrence sea-
wAay currently under construction is expected to have a considerable
impact on the transportation of grain, despite the requirement for
tolls to cover costs. A recent study at the School of Business of the
University of Indiana estimates that by the 1960's the Great Lakes
ports may obtain 50 percent of the grain business now going to
Atlantic ports and 30 percent of that going to gulf ports.1 8

The Federal-aid highway program, operated on a grant basis to
State governments, is another example of Government expenditures
for transportation facilities for private business and other uses. It
is open to question whether the Federal excises on gasoline and re-
lated products paid by the specific types of users cover the cost in-
curred on the behalf of each group, such as truckers.

It is clear, howvever, that improved transportation facilities result
in savings to business from reductions in time of haul and in the
operating costs of vehicles. Moreover, new transportation facilities
open areas formerly inaccessible or not readily accessible, increasing
property values and industrial development.

Typically, one of the first effects of highwAay construction is an in-
crease in adjacent property values. The value of some typical areas
adjacent to the New York Thruway rose from $700 an acre before
construction to $6,000 an acre after construction. Plants representing
a total investment of $150 million were erected adjacent to thue
throughway even before the highway was finished.1 9

In the case of air transportation, the Federal Government maintains
airways at no charge to the user. The Civil Aeronautics Admin-
istration operates air traffic control centers, airport control towers,
domestic and international aeronautical communications stations, and
various other aids to air navigation.

The Federal Goveinment has also provided facilities to private
businesses engaged in production on Government contracts. The
bulk of the production facilities of the airframe industry, for exam-
ple, is furnished by the Government. This Government investment
has a number of effects. It enables the private firms to engage in a
much larger volume of production than would be possible without
the Government-provided facilities. In turn, the prices charged the
Government for production at facilities it provides are lower than
would be the case if they were to cover the amortization of an equiva-
lent amount of private investment.
Research and assistance

By developing new products, sources, and demands the Govern-
ment can reduce costs or increase production of private business firms.
Such governmental programs of research and assistance are
numerous.

The Department of Commerce and the Small Business Administra-
tion offer many services to businessmen. These aids include scientific
information, arranging for free use of Government-owned patents,
assistance in developing new products, counsel on how to expand mar-

18 Reported in Business Week, April 6, 1957, p. 190.
'o National Highway Users Conference, Adjacent Property Owners Benefit From Con-

trolled Access Highways, Washington, 1956, pp. 1-2.
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kets, advice on efficient methods of management, and information
about Federal procurement and surplus disposal plans.

The Department of Agriculture conducts a variety of education,
demonstration, and technical assistance activities designed to reduce
farm costs and improve farm methods. Strip cropping, which was
relatively unknown before the 1930's, is now spread widely over some
of the dry-land farming areas that are subject to wind erosion. Ter-

racing andcontour f'arm~ing h. n ntroduced int ' some hilly areas
where they are appropriate for conservation. Cover crops and crop
rotations are used more widely.

Although military research and development programs are not
undertaken because of their civilian applications, many of the results
have been used commercially. New or improved civilian products
resulting from these programs include the following: high data capac-
ity machine records systems (Minicard) ; dry photographic processes
(Kalfax, Electrofax) ; anti-motion-sickness drugs; advanced elec-
tronic components such as magnitrons, silicon transistors; thin-flat
television display tubes; mechanical smoke generators for crop pro-
tection from frost; radiation preservation of food; jet and turboprop
aircraft engines.2 0

In a broader sense, the developing atomic energy industry can be
said to be a result of military research and development. The Atomic
Energy Commission has made available to private industry much of
the basic information required for the peaceful application of nuclear
power. In addition to support through purchase and sales programs,
the Commission has provided fundamental cost and technological data
for corporate planning.

Some Government spending is designed to affect specific private
demands. An extreme case is furnished by the outlays of the United
States Savings Bond Division in the Treasury Department, whose sole
aim is to encourage the purchase of United States savings bonds. To
the extent that this program is effective, it influences private decisions
on both consumption and investment.

CONCLUSION

This paper attempts to indicate the vast array of mechanisms
through which Government spending and related programs can influ-
ence private price formation. The above survey shows that a great
many Government programs, directly and indirectly, intentionally
and unintentionally, affect the price levels of the economy.

As a purchaser of goods and services, the Federal Government can
affect price levels in such varied ways as the following:

1. It can establish a floor under the prices of specific commod-
ities by guaranteeing a market at the support price.

2. It can strongly influence the prices of many commodities
through its dominant position as the major customer.

3. It can affect the labor costs of business firms by setting wage
and other working standards in its contracts and through its
position as a major employer of many types of skills and profes-
sions.

20 U. S. House of Representatives, Committee on Appropriations, hearings on Department
of Defense Appropriations for 1958, Washington, Government Printing Office, 1957, p. 388.
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4. Under conditions of relatively full employment, it can cause
general price increases through bidding against business firms
and consumers for available goods and services or even through
"announcing5' that it intends to increase its volume of purchasing.

Similarly, the Federal Governument can affect price levels through
its position as a seller of goods and services.

1. It can set the price at which it sells specific commodities,
often thus establishing a ceiling on their prices. 11When com-
bined with purchase programs, the Governiment thus can deter-
mine the prices for these items charged by all sellers.

2. *When it is in a monopoly position, the Government, of course,
can set the price unilaterally and, hence, determine the cost to
private firms.

3. It can sell to certain classes of buyers at less than market
prices, thus reducing their costs compared to buyers who obtain
the items from commercial sources.

4. It can produce and sell goods and services for internal gov-
ernment use thus reducing markets for private business firms.

The Federal Government through its expenditure programs, can
affect private price policies in other ways:

1. It can lend funds at lower than commercial rates, thus reduc-
ing the interest costs of the recipients.

2. It can lend to recipients who otherwise would be unable to
obtain funds, thus enabling them to engage in various investment
and production programs.

3. It can subsidize the private production or sale of goods and
services which private firms would not otherwise produce or
could not afford to sell at the subsidized price.

4. It can provide facilities to private firms to enable them to
engage in production. These facilities may not be provided com-
mercialy or only at higher rates.

5. It can make available to business firms the result of the re-
search it conducts and it may provide other information and
assistance to reduce costs and increase efficiency.

6. It can encourage the public to purchase certain types of
goods and services, thereby altering the structure of demand.

In some basic sectors of the economy, notably agriculture and min-
ing, Government programs often exercise a decisive influence on prices.
In contrast, Government spending programs exercise insignificant im-
pact on retail and wholesale trade.

In other sectors, such as manufacturing, Government programs have
varied impacts on prices. In the aircraft and shipbuilding segments,
the Government is a major factor; however, neither Government pur-
chases nor sales are an important factor in the manufacture of food,
apparel, furniture, and related programs. Similarly, while Govern-
ment programs have an important influence on the demand for med-
ical and educational services, they have little impact on other service
areas, such as personal services, repair services, and business services.

A number of implications for public policy purposes can be drawn
from the review of the effect of Government spending programs on
private price formation.
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For example, exceptions may be desirable in any general policy to
reduce Government spending during an inflationary period. Certain
programs, such as subsidies to permit private sales below cost or to
increase needed production, may contribute to a reduction in price
levels. It might be preferable to maintain or even to increase such
programs in the face of a general reduction in Government spending.

Such a period might also be appropriate for reviewing the prices
ciarged for G~overnmenlt-produced goods and services. Prticularl"
in view of the cost increases which are likely to be occurring, price in-
creases might be needed to cover costs. Such increases in charges
would be similar to tax increases in their anti-inflationary effect.

Conversely, during a recessionary period, it might be desirable to
reduce Government programs which curtail demand by maintaining
private prices artifically high. The Government funds thus made
available could be channeled instead into programs which increase
private demands. Moreover, scheduled increases in prices of Gov-
ernment-produced goods and services might be postponed during
such a period.

During either inflationary or deflationary periods, it may be desir-
able to adjust nonexpenditure programs, such as loan guaranties and
other assistance, in a similar manner as direct expenditure programs
for economic policy purposes.

If any single conclusion emerges, it is that the price effects of the
Government's combined role as buyer, seller, and promoter need to be
considered in formulating Government programs designed to promote
economic growth and stability.
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THE INFLUENCE OF THE ANTITRUST LAWS AND
RELATED GOVERNMENTAL POLICIES ON PRICES

Simon N. Whitney, Federal Trade Commission I

The effect of the antitrust laws on prices cannot be isolated statis-
tically, since it has usually been obscured by the greater impact of
supply, demand, and other forces. This may be illustrated by review-
ing a few of the significant antitrust suits of the past: first those deal-
ing with "trusts," and then anticonspiracy cases.

RELATION OF ANTITRUST DISSOLUTIONS TO PRICES

The first important antitrust victories outside the railroad field,
and still perhaps the most famous of all, were the orders to dissolve
the old Standard Oil Company of New Jersey and the American To-
bacco Co., approved by the Supreme Court in May 1911.2

Price information is scanty for that period, but Census of Manu-
factures data can be of some help.

Economic logic tells us that the oil trust before 1911, with its con-
trol of 80 percent of the country's refinery operations, must have had
the power to exert a depressing influence on the price of crude oil
and to squeeze out a monopoly price on refined products. This power
should naturally have been reflected in a, wide margin between the
two prices, a margin which one would expect the dissolution of the
trust into 34 parts, in 1911, to narrow. But the available figures do
not confirm this expectation. The refinery margin, instead of narrow-
ing, widened from 15.9 in 1909 to 17.9 percent in 1914-a span of
years in which the same ratio for all manufacturing declined from
40.9 to 40.1 percent.

Petroleum. refining figures, Census of Manufactures

1909 1914

Value shipped --------- -------------------------- $236, 998, 000 $396, 361, 000
Value added by manufacture $37, 725,000 $71,096, 000

Ratio to value shipped (percent) -- 15.9 17.9

The Federal Trade Commission pointed out a little later that the
dissolution was not fully effective even in 1915, since the various
Standard Oil units had not yet begun to compete in each other's ter-
ritories.3

' The opinions expressed herein are those of the writer and not necessarily those of the
Commission or its Bureau of Economics.

2 Standard Oil Co. of N. J. v. U. S., 221 U. S. 1 (1911); U. S. v. American Tobacco Co.,
221 U. S. 106 (1911).

a Report on the Price of Gasoline In 1915, 1917, pp. 159-160.
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This point is controlling as to competition in refined product mark-
ets, though it is less relevant to competition in the purchase of crude
oil. But, as the "successor companies" began to compete, the re-
finery margin did not narrow. In 1919, a year in which the value-
added ratio for all manufacturing was down to 39.6 percent, it was up
in petroleum refining to 23.6 percent. In succeeding censuses it never
went back to either the 1909 or the 1914 level again.

The foregoing does not disprove the view that the Government's
antitrust victory deprived Standard Oil of considerable monopoly
power. It proves only that other forces bearing on prices-for ex-
ample, discovery and eventual exhaustion of new oil fields, replace-
ment of kerosene by gasoline as the principal product after the arrival
of the motor car, improving technology, and the great increase in wage
levels during World War I-had a more decisive impact. The con-
sequence of Standard Oil's loss of monopoly power cannot, therefore,
be traced in the price record. As a matter of fact, Standard's domi-
nation was already being whittled away when the dissolution oc-
curred. Its share of total refinery output was drifting downward
and large integrated rivals were emerging. It appears that the anti-
trust case, while of great significance in restoring competition, -was
merely one out of several forces working in that direction.

The dissolution of the old American Tobacco Co. into 16 units at
the end of 1911 was at once followed by active sales rivalry, includ-
ing increased expenditures on advertising, on the part of the newly
created companies. In 1913 one of the trust's former subsidiaries,
which had not made cigarettes at all until 1912, introduced a domes-
tic-blend brand, the Camel, whose rapid success compelled the other
companies to turn from Turkish-flavored to domestic cigarettes.
Camels were put on sale at 10 cents per package of 20 as against the
existing price of 15 cents for Fatimas, the most popular Turkish-
flavored brand.4

This price reduction -was probably a real consequence of antitrust
enforcement. It seems reasonable to assume, even if it cannot be
proved, that except for the trust dissolution a new lower priced cig-
arette would not have been put out at this time.

The Census of Manufactures, evidently including tax collections
in value added, give the following value-added ratios for all tobacco
manufactures.

1909 -57. 5
1914 -57.7
1919 -52.3

A possible reason for the drop in 1919 was the growing importance
of cigarettes, a mass-produced article carrying a lower margin, in the
product mix.

Many writers have argued or taken for granted that the tobacco
and oil decrees did little to increase competition. A full analysis of
industry developments down to the present day, however, makes it
hard to resist the conclusion that they represent real antitrust achieve-
ments of the first magnitude-whatever may have been their effect on
prices.

4 Some less popular brands were already selling at 5 cents for 10 cigarettes. See Richard
B. Tennant, The American Cigarette Industry, Yale University Press, New Haven, 1950,
p. 70.
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Another dissolution case almost simultaneous with these two was
the splitting of E. I. du Pont de Nemours & Co. into three parts as a
result of a circuit court decision in June 1911. At the end of 1912 a
new Hercules Powder Co. and Atlas Powder Co. each took over about
a quarter of du Pont's black powder and dynamite plants. Du Pont's
share of total capacity dropped from something over 50 percent in
each of these products to something over 30 percent. Presumably
this dissolution of a firm which owned over half the plants and actu-
ally three-quarters of the output of dynamite (for black powder be-
came obsolete within a very few years after the dissolution), made for
greater competition. But the competition which ensued wvas in serv-
ice, in selling and in "reciprocity" with customers rather than in
price.5

Using the same type of census comparison as for oil and tobacco,
we find the following percentage manufacturing margins for
explosives:

1909 -43.1
1.91]4 -38.1
1919 -50. 0

If anything, the companies were more competitive as they drew
away from their pre-1913 associations, but the margin was widening
nevertheless.

Although antitrust dissolutions seemed suddenly to be coming into
their own in 1911, there have been few examples since that time. Some
of the big concerns, especially United States Steel Corporation and
American Can Co., escaped dissolution after court battles. The share
of their markets held by these concerns nevertheless declined as a re-
sult of competitive forces. Other industrial giants, including Corn
Products Refinancing Co. and International Harvester Co., escaped
with minor divestitures of property, but they too gave ground to
rivals in the open market. A typical structure developed in American
manufacturinglindustry: a number of large competitors of which
one was necessarily the largest but not so much larger as to be able
to dominate the rest, and a fringe of smaller companies. By the
1920's there appeared to be few concerns so close to a monopoly po-
sition as to offer an opening for an antitrust dissolution suit.

The most obvious of the few really dominant corporations was
Aluminum Company of America. It was often pointed to as the
only clear example of 100 percent industrial monopoly. The Govern-
ment brought its antitrust suit in 1937; in 1941 Reynolds Metals Co.
became the first competitor; in 1945 the Government won its long
suit in the Second Circuit Court of Appeals; 6 and in 1946 Permanente
Metals Co., later renamed Kaiser Aluminum and Chemical Co., en-
tered the business by taking over wartime surplus plants. The only
one of these events to which the price of aluminum showed a reaction
was the entry of Reynolds. The price continued on its downward
course, as markets expanded and costs declined, until 1942, and since
W~orld War II it has steadily advanced under the same inflationary
pressures as other wholesale prices.

a Edward W'. Proctor. Antitrust Policy and the Industrial Explosives Industry, unpub-
lished doctoral thesis, Harvard University, Cambridge, 1951. especially pp. 313, 468, 491.

6 U. S. v. Aluminum Company of A1 icrica, 148 F. 2d 416 (2d Cir. 1945).
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Primanry alwuinurn, pr ices'

[Cents per pound]

1929…----------------------------24. 3 1942-47------------------------- 15. 0
1930_--------------------------- 23. 8 1948_--__ --------------- 15. 5
1931-33 -------------------- 23. 3 1949_--------------------------- 17. 0
1934---------------------------- 22. 2 1950 ---------------------------- 17. 6
1935_-------------------------- - 19. 5 1951…---------------------------- 19. 0
1936---------------------------- 19. 0 1952- -19. 4
1937_- ------------------------- - 19.8 1)53 ---------------------------- 20. 9
1938-39…------------------------ 20. 0 1954_--------------------------- 21. 8
1940_--------------------------- 18.8 1955---------------------------- 23. 7
1941_--------------------------- 16. 5 1956 ---- ____- _24. 0

' American Metal Market, Metal Statistics, 1957, p. 623.

In summary, the dissolution of large corporations has been rare
in antitrust history and, where it has occurred, the effects on price
have been veiled by other more direct factors. At least in the case
of tobacco, however, there is some evidence to support the general
principle that lessening the degree of monopoly tends to reduce prices.
It should be noticed, as a possible offset, that, if an efficient con-
solidation which passed on the advantages of its low costs to con-
sumers were dissolved, it would operate to raise rather than to lower
prices-at least until increased competition began to exert a salutary
influence. An example is not easy to name, but certain suits in the
past which were later compromised or dropped by the Government
might perhaps have had this effect.

ANTITRUST SUITS AGAINST AGREEMIENTS AND CONSPIRACIES

The second major group of antitrust prosecutions which might
affect prices has consisted of those aimed against conspiracies and
agreements among independent companies. Successful suits of this
kind might naturally be expected to bring prices down. This is ob-
vious when price-fixing plans as such are attacked. It follows indi-
rectly for plans to divide markets or limit production, since the pres-
ence of more competitors in an industry or of more output on the
market may be expected to increase price competition.

Once again, it is almost impossible to find the effects of these suits
on actual quoted prices. Some of the most significant court victories
were against industries for which reliable price records are not avail-
able. These include, among others, the trade association cases in hard-
wood lumber and linseed oil in the early 1920's and the landmark
Trenton Potteries decision of 1927.7

Three famous conspiracy suits against large industries for which
price records are available can be reviewed. The first was filed
against the midwestern gasoline-buying plan of the 1930's, under
which certain integrated refining companies purchased tile output of
newv, weakly established refiners to keep it from being dumped on the
spot market. The purpose wvas to protect both the weak refiners and,
through supporting the price structure, the strong ones as well. This
plan was launched ilnder National Recovery Administration auspices
in 1934; but in 1936, the NRA having expired, it was prosecuted as
a conspiracy under the Sherman Act. In 1937 several integrated
companies and a nunmber of their officers were convicted on charges

7 American Column Z I- uinber Co. v. U. S., 257 U. S. 377 (1921); U. S. v. American Lin-
seed Oil Co., 262 U. S. 371 (1923); U. S. v. Trenton Potteries Co., 273 U. S. 392 (1927).
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of restraining trade, and the largest total amount of fines in antitrust
history was imposed. The circuit court of appeals reversed the ver-
dict in 1939, but the Supreme Court reinstated it in 1940.8

The year in which some results should have been observable was
1936, when the participants were indicted and the program was
abandoned. The refinery wholesale price of gasoline in Oklahoma,
in cents per gallon, moved as follows: °
1935____________-----------------5.3 1938____________-----------------5. 0
1936------------ ---------------- 5.9 1939____________---------------- 4.8
1937____________---------------- 5.8 1940 ------------------------- 4.6

Thus 1936 and 1937 showed no decline from the 1935 level, even
thoughi the abolition of the support buying program must have
tended to make for lower prices. This event was followed by the
disappearance altogether of a, number of the weak refiners whose
markets had been supported,1° a development which presunably de-
creased the total supply and strengthened prices.

Crude oil prices, which wenlt Up from 1935 to 1937, then down to
1940, were a much more obvious determinant of gasoline prices. The
refinery margin, measured in percentages by census data in the same
way as before, was as follows:

1935- ------------------------------------------------- 19.6
1937- ------------------------------------------------- 18.9
1939- ------------------------------------------------- 21.4

These figures do not clearly support the view that abandonment of
the attempt to maintain gasoline prices resulted in a reduction of the
refiner's margin.

The second suit worthy of mention was the Sherman Act indict-
ment in 1941 of the half dozen largest cigarette manufacturers and
two leaf tobacco exporters. This resulted in their conviction in 1941,
with the verdict being affirmed by the circuit court in 1944 and by
the Supreme Court in 1946.11 The defendants, of which only the
three largest stood trial while the rest agreed to accept the verdict,
were found guilty of conspiracy to restrain trade and of monopoliz-
ing-through exclusion of competitors, through cooperation in pur-
chase of leaf tobacco, and through price actions which were called
exploitative at one time and cutthroat at another but collusive
throughout.

There is a possibility that this second American Tobacco case had
an effect upon price. In the years after World 'War II observers
noticed that the big cigarette companies were slower to raise prices
as costs increased than they had been in the past. This might have
been because, remembering how a simultaneous price increase in
1931 had been charged against them at the trial, they resolved upon
moderation. A more cogent memory might have been that of the
criticism made at the trial of the price cutting with which they had
met the growth of economy-brand (10-cent) cigarettes in 1933. It
may have seemed wiser to the big companies to discourage entry and
expansion of such competitors rather than to offer them an "umbrella"

8 U. S. v. Socony-Vacunrn Oil Co., 310 U. S. 150 (1940).
0 Survey of Current Business.
10 John G. McLean and Robert Wm. Haigh, The Growth of Integrated Oil Companies,

Graduate School of Business Administration, Harvard University, Boston, 1954, p. 598.
11 U. S. v. American Tobacco Co., 328 U. S. 781 (1946).
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of high prices, and then have to cut prices afterward with ensuing
public criticism. Perhaps as a consequence of this price moderation,
the profit ratios of the big companies declined, and at the same time
they increased their share of the total cigarette market. It can be
argued that the price moderation and increased share of sales were
cause and effect, and that both resulted from the antitrust decision.12

There is, on the other hand, a real possibility that cigarette price
actions after OPA price ceilings cxpired in 1946 were dietated solelv
by commercial considerations, and that, if prices were not raised fur-
ther, it -was merely because the makers did not think customers would
pay more. This is understood to be the claim of the companies them-
selves, and if it is true the decision had no price effects at all. Cer-
tainly no decree of any kind followed. The defendants paid their
fines, for doing things which they proceeded to do thereafter as they
had before-e. g., advertising so heavily that smaller companies had
a hard time getting into the market, charging identical prices for
standard cigarettes, and using substantially similar buying practices.
They did revise certain actions of a quite minor character.' 3

The third of these well-known Government victories was the Su-
preme Court decision in April 1948, condemning conspiracy in the
cement industry, through the use of the basing point system of pric-
ing. This concluded a case begun by the Federal Trade Commission
in 1937.14 In June 1948 the Court refused a review, and in July,
United States Steel Corp. announced a new pricing system both for
itself in steel and for its wholly owned subsidiary, largest in its in-
dustry, Universal Atlas Cement Co. This policy was intended to
avoid any suspicion that a basing point system still existed, by going
over completely to f. o. b. mill pricing. Most producers in steel and
at least some in cement followed this example and stopped absorbing
freight on sales to buyers located nearer to competing producers, re-
quiring instead that such customers pay the full freight on products
shipped to them. At the same time f. o. b. mill prices on steel were
raised above their previous level. This may have been a coincidence,
or it may have been an overdue measure (from the point of view of
the steel companies) which this seemed a good occasion to carry
through.

In other words, if this famous decision affected prices, it was by
way of an increase rather than a decrease, at least in delivered prices
to those customers who had been receiving the benefits of freight
absorption. This result is not really surprising, when one bears in
mind that the basing-point system, now outlawed, had been in part a
method by which a mill could get its product into territories closer
to its competitors by reducing the transportation charge to customers
there. Fortunately, many customers. at least in steel, were able to
switch from distant to nearby suppliers. so that crosshauling -was
eliminated, while delivered prices stayed about the same. A few cus-
tomers could even have had their delivered prices reduced, if they

12 Tennant. The American cigarette Industry. pp. 386-387: William H. Nicholls, Price
oliieslr in the Cizarette Tnrdustry. Vanderbilt University Press. Nashville, 1951. n). 169.
13 warren c. Baum, 'workable Competition in the Cigarette Industry. unpublished doc-

toral thesis. Harvard University, Cambridge, 1949. pp. 341-344, mentions. for example,
refusal of tobacco men to appear at gatherings where their competitors would be present
and "more important." abandonment of all mention of resale prices by salesmen in talking
with jobbers end retailers.

'4 U. S. v. Cement Institute, 333 U. S. 683 (1948).
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had previouSly paid "phantom freighti" to nearby mills and these mills
did not add the amount to their f. o. b. mill quotations.

Whatever the effects on steel and cement prices, they were not due
to antitrust enforcement alone, and perhaps not even in major part.
Other forces were already wvorking in the same direction. One wvas
the big rise in freight rates since 1940 which nmade it more unprolit-
able than before to ship cement or steel long distances and absorb
part of the customer's transportation bill. Another was monetary
inflation and the rise in wages and the whole price level, which wnere
bound sooner or later, except as rising productivity compensated for
part of the wage increase, to pull up the prices of cement and steel-
still lagging in 1948 compared to the general average. Finally, there
was enough demand for these products in 1948 to make mills glad
of an excuse to limit the number of their customers, confining their
trade to those who, whether because they were geographically close
or for other reasons, offered the best profit prospect. Later on, when
demand receded, freight absorption again became common in steel
and cement.

Of these conspiracy victories of the Government, perhaps the 3
best known in antitrust history, we have found that the first, in gaso-
line, destroyed a floor that the companies had placed under prices (but
may also have reduced supply), though the results do not appear
statistically; that the second, in cigarettes, may (or may not) have
caused the companies to price their products more moderately; and
that the third, in cement, perhaps contributed to an actual increase
in delivered prices to some customers, although abolition of a rigid
pricing system should work for lower relative prices in the end.
With such confusing results, it may be best to fall back on what logic
tells us of the probable effects of antitrust legislation.

PRESUtJIED GENERAL EFFECT OF THE ANTITRUST LAWS ON PRICES

Whatever the statistical difficulties ini connecting prices with anti-
trust enforcement, it may be taken for granted that the mere existence
of the laws and the threat of prosecution do have real price effects.
But it is not much easier to define the effects than to measure them.

At least one writer has already discussed this issue. He sees price
influence as potentially arising from two sources: (1) the antitrust
laws may deter companies with strong "market power" from exploit-
ing it fully, and (2) they may prevent companies from achieving or
keeping such power. He concludes that the laws probably do have
the first effect, and, although he cites no examples, the second Ameri-
can Tobacco case may possibly support his view. He believes, how-
ever, that the laws have not achieved the second effect, that of fore-
stalling market power. He adds that there are "far more potent"
means of restricting market power in the shape of "the advent of new
firms and the development of substitute products." Finally, he re-
marks that the laws "ewere originally passed partly to restrain busi-
nessmen from charging monopolistic prices," but that this aim "some-
times seems to have been ignored." '5

These reflections may be too pessimistic. The market power that
exists in American industry today is in most cases far short of

1
5

AIfred R. Oxenfeldt, Industrial Pricing and Market Practices, Prentice Hall, New
York, 1951, p. 417.
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"monopoly" power. Further, this power might and probably would
be much greater if it were not for the antitrust laws. These laws
serve as a real barrier both against achieving dominance over any
given industry (otherwise than by efficiency in production and mar-
keting) and against agreements fixing prices. In view of the natural
decline of certain big concerns despite their escape from antitrust dis-
solution, it can be argued that the antiagreenient function of the
antitrust laws is nora imnportant than the antimonopoly function.

Undoubtedly prices are sometimes set by secret agreements even
now, but this must occur far less often than would be the case with-
out any legal prohibition. Collusion might, if permitted, occur more
frequently in times of depression than in those of boom, because it
is during depressions that there is the most temptation to cut prices
and hence the most stimulation to price-fixing agreements. There is
little need for an agreement when market forces are tending to push
prices up in any event, though in fact such times have not been en-
tirely immune to agreement and though some agreements have carried
through depression and prosperity alike.

Even the outlawing of agreements during depressions is not as
effective in practice as might be expected, since in those industries
which have only a few important companies the self-interest of each
is a strong force working against price cutting. When each knows
that its price cuts will threaten to take a significant slice of the market
away from every large competitor and thus force immediate retalia-
tion, it seems hardly worthwhile to make the cuts in the first place.

Nevertheless, the net effect of outlawing collusion must logically be
to prevent occasional price-fixing schemes during periods of price pres-
sure, schemes which might sometimes have been effective when the
ordinary self-restraint of "oligopoly" would not have sufficed. Prices
may, therefore, drop more quickly during business depressions than
they would without the antitrust laws, and this may well be their chief
single influence on prices.

We have not yet spoken of section 2 (a) of the Clayton Act as
amended by the Robinson-Patman Act, forbidding price discrimina-
tion which tends to reduce competition (except as justified by lower
costs or as required to meet a competitive price). Some writers have
asserted that this provision prevents price cutting. The argument is
that a discount given to a, large buyer becomes known to others and
increases the pressure for price cuts to them, with the eventual result
of causing the whole price structure, presumably a monopolistic one,
to break dowln. It should be noted that the lessened price competi-
tion is offset, in the minds of those of the Act's defenders who believe
it does have this effect, by the Robinson-Patman Act's influence in
achieving the "worthy social objective" of protecting small buyers
against unearned discounts given to their large competitors.1'

Other writers taking a more favorable view of the act generally,
declare that a seller who has given a discount to a large buyer will
be less able and ready to cut his price to other buyers, and may per-
haps charge them correspondingly more. There is little factual evi-
dence to show which of these opposing views is correct. The first is

le Ibid., p. 422. Another writer who has argued that price discriminations may break
down a rigid price structure is M. A. Adelman in Effective Competition and the Antitrust
Laws, 61 Harvard Law Review 1289, 1300 (September 1948).
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attacked in an article based on the evidence in a well-known anti-
trust suit of the 1940's, which argues that one of the biggest of all
buyers did little to break down rigid price patterns:

The record of the case discloses a few significant examples of A & P's buying
policy exerting any influence on prices of groceries supplied under seriously
monopolistic conditions."

In summary, the major potential effects of the antitrust laws on
prices arise from their prohibition of (1) monopoly, (2) price and
market agreements, and (3) price discrimination. The first two pro-
hibitions in all probability work on net balance in the direction of
reducing prices, if one may assume that monopolies have the power
and perhaps the desire, while participants in agreements have the
desire and perhaps the power? to raise prices or hold them up. By
way of exception, some consolidations which have been attacked and
some agreements which have been outlawed may (surely not often)
have worked to keep prices down instead of up. The third prohibi-
tion, as we have just seen, is mixed and uncertain. We can say that
it has served to protect small buyers against discrimnination, but not
that it has definitely affected the level of industrial prices in one
way or another.

We conclude that on net balance the antitrust laws tend to make
for greater price flexibility. This is quite logical, since the laws re-
quire competitive prices, and since competitive prices are likely to be
flexible. The argument that the antitrust laws do have this effect
may be further supported by the fact that broad governmental and
cooperative plans to raise prices-in coal, in oil, in retailing through
the fair trade laws, and so forth-have usually necessitated antitrust
exemptions. There is near-unanimity among economists that the
protection of competition by law is one of the strongest pillars of the
successful American economy.

ALTERNATIVE APPROACHES OF GOVERNMENT TO THE PROBLEM OF PRICE-

SETTING

Reinterpretation of the antitrust laws
Antitrust policy can go no further under present interpretations

than to require that prices be set by companies individually. For
example, price leadership cannot be attacked under the law today if
it does not involve outright agreement. It is argued by one school
of thought, however, that a reinterpretation to make all oligopoly
situations illegal and thus to break up as many large firms as possible
into smaller units would increase the extent of price competition.

If dissolution does have such an effect, it is likely to be moderate
at best. Dissolving certain of the big corporations would not in-
crease the number of competitors so much as it would the number of
geographically isolated units, thus creating regional, in place of na-
tional, oligopolies. Or the units of big corporations which it sep-
arated might have been producing different and noncompeting arti-
cles. The modest number of additional direct competitors created by
such a dissolution policy might not, therefore, be sufficient to turn

t" Joel B. DIrlam and Alfred E. Kahn, Antitrust Law and the Big Buyer: Another Look
at the A & P Case, Journal of Political Economy, vol. 60, April 1952, p. 128.
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quiescent into active price competition. There are various reasons
why addition of even a few firms to the number in an industry may
stimulate price cutting,'8 but industries, with a Big Eight (such as
steel and farm machinery) have not always been more competitive in
price than those with a Big Four (meat packing, tires, or aluminum).

More important as an argument against such an experiment in
dissolution is that it would in many cases raise the cost of the product
by reducing the scale of company operations, and work against con-
sumers' ultimate interests by reducing expenditures for research and
development. The rate of profit of some giant concerns is enough
higher than that of smaller competitors to make it a reasonable in-
ference that their size gives operating advantages, even if the bene-
fits are not being offered to consumers in lower prices but merely
in plans for enlarged output and new products in the future. Granted
that in many instances smaller firms are more efficient, and that the
presence of a myriad of business firms has social values quite apart
from questions of efficiency, a dissolution program to stimulate price
competition would be anachronistic. It would be incompatible with
either the progressive large-scale technology or the international eco-
nomic competition which are so important today.

There are at least two other ways through which the Federal Gov-
ernment might take a more active role in regulating individual prices:
direct regulation and publicity. No comment vill be made here on the
related field of Government price-support measures, as in agriculture,
or on broad monetary or fiscal prices designed to influence the price
level rather than individual prices.
Direct price regulation

I am not aware of any recent legislative proposals for direct price
regulation, and most comment has been to the effect that it should
be considered only as a last resort."9 In recent discussion (since the
disappearance of the National Industrial Recovery Administration),
price regulation has been viewed more as an anti-inflationary than
as an antirecessionary step. In the matter of preventing prices from
rising during a boom, there is at least some experience, that of OPA
and OPS. In using regulation to induce a salutary drop in prices
during a recession, there is very little history. Perhaps we may
draw on the experience in Government regulation of public utilities,
but the approach here has been through valuation of a company's in-
vestment and other methods of ratesetting which assume a legalized
monopoly situation in the regulated industry.

Publicity: economic studies
Publicity designed to influence prices might take the form of eco-

nomic studies or monographs by informed Government agencies,
either aimed specifically to show whether given prices were out of line
or covering certain industry situations and incidentally bringing out
the facts as to prevailing prices and their implications. The regular
Departments such as Interior and Commerce usually stay away from
price discussions on principle. Such price studies as have been issued

1i George W. Stocking and Myron W. Watkins, Monopoly and Free Enterprise, Twentieth
Century Fund, New York, 1951, p. 112.

l'5 Compare Administered Prices, hearings before Subcommittee on Antitrust and Monop-
oly of the Committee on the Judiciary, U. S. Senate, 85th Cong., 1st sess., pursuant to
S. Res. 57, pt. I, 1957, pp. 3, 50, 85,143.
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from Washington have generally been prepared by the Federal Trade
Commission, by special bodies like the United States Coal Commission
which reported in 1923 or the Temporary National Economic Com-
mittee of 1938-41, or by congressional committees.

It would be interesting to see a survey of the nature and effects
of all such studies published since the Bureau of Corporations was
set up in 1903, but for the purposes of this paper one example will
have to suffice. In June 1938 the Federal Trade Commission issued
a massive report which, among other conclusions emphasized that
prices of farm machinery had advanced to levels above those of 1929
while farm prices were still depressed.2 0 In its next report on farm
equipment it was able to point to price cuts by the industry in
November 1938, which by the end of 1941 had saved farmers $40
million.2 1

Such reports could serve, and undoubtedly have already served, a
useful function, but they could also be injurious if they were badly
done. They would have to be prepared in the most objective fashion,
taking account of all factors which bear on, and ought to bear on,
prices. Their authors would need a detailed knowledge of the indus-
try being studied, a real understanding of the economy as a whole,
and a sound and unbiased judgment-qualities not easy to find com-
bined together in one student or group of students. Nevertheless,
more such scholarly studies are needed.

Publicity: Hearings and officwa statements
Publicity can also be brought to bear on prices through "jawbone

control," as Price Administrator Leon Henderson had to practice it in
1940 and 1941 before his powers were fully implemented by law.
Prices had to be "talked down" or talked out of going up. In peace-
time this method is occasionally tried, for lack of any other means,
by congressional committees or by prominent members of the executive
branch. Congressional committees are not, as all will agree, efficiently
set up to do a continuing job in an area like this. Those who have
suggested a regularized process of moral influence (a more dignified
term than jawbone control) have spoken of industries being required
to justify their price increases before some unspecified Government
agency, which would have no power except that of publicity.2 2

Such an agency could no doubt easily be set up, but the criteria by
which to determine whether a price increase is justified would be more
difficult to state. A broad concept like that of a "just price" is not
operationally usable in a complex economy, whether or not it was so
in the Middle Ages. If we adopt "cost" as the criterion, we shall be
abandoning an essential feature of our traditional, and presumably
successful, profit-and-loss economic system. The same problem of
criteria would beset the authors of monographs, but in written studies
it is easier to bring out all the factors which have a bearing on the
prices under review.

To justify the proposed procedure, regardless of the price criteria
chosen, we need to see much more proof of bad price performance than

so Federal Trade Commission, Report on the Agricultural Implement and Machinery In-
dustry, H. Doc. No. 702. 75th Cong., 3d sess.. 1938, pp. 1037-1038.

21 Report of the Federal Trade Commission on Manufacture and Distribution of Farm
Implements, 1948, . 1.

2 Administered Pyrices, Senate Judiciary Hearings, pt. I, pp. 50, 52, 102.
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has been published as yet. The principle of freedom in pricing has
too many intangible values to sacrifice without the most compelling
evidence.

It is even possible that moral influence might have certain bad
effects on prices, which would offset in part the good effects. Judg-
ing by experience, it will be used mostly to discourage price increases,
but the issue of price increases usually arises during boom periods.
There is less attempt to influence prices by publicity when they are
sliding down. Prices which have not been advanced in a boom are
in a better position to resist later downturns. The individual prices
subjected to moral influence might thus become more rigid than they
would be otherwise. This is not suggested as probable, but only as
a possibility. It would be analogous to the wartime price ceilings
which turned into price floors.

PRICE FLEXIBILITY VERSUS STABILITY

Good arguments have been made in favor of price stability, and
counterarguments in favor of greater flexibility. The words "stabil-
ity" and "flexibility" both sound reassuring, whereas inflexibility and
instability are other ways of expressing the same thoughts which are
less attractive. No one has ever made an absolutely convincing case
for either proposition. But it seems logical that if total demand fails
to increase or actually declines, a price reduction will eventually lift
the level of sales, and that allowing prices to fluctuate may thus stabi-lize buying and reduce the fluctuations in employment. The year
1958 appears to call for price cuts to restore the volume of buying.

The same principle applies to a period when much new productive
capacity has been built-a situation which is also present in 1958.
If those who added this capacity planned it rightly, it should yield
a profit when operating at its optimum rate and at the prices neces-
sary to dispose of its output. These prices would often be below thelevel prevailing when the capacity was planned, since the supply of
the goods would now be greater, and this ought to have been fore-
seen. If costs of either construction or production had increased un-expectedly, or demand had dropped, the prices necessary to move the
goods might prove to be unprofitable. It is still preferable, never-
theless, to set quotations that will keep the new capacity occupied than
to let it lie wastefully idle. The only proviso is that the prices must
cover variable costs.

If business is to be encouraged to cut prices at appropriate times, itmust be allowed to increase them at the opposite times-i. e., when
demand is high compared to capacity in the particular industry, orwhen total demand is increasing in the economy at large. The in-
creases would not necessarily have to equal the reductions. There
could be a long-term downward trend in the prices of those industrial
products which are still expanding their markets and improving their
production processes-always provided that wages or other factor
costs do not respond to rising productivity in such a way as to absorb
its entire benefits.

What has been said does not mean that the ideal of price flexibility
can be embraced without misgivings. On the contrary, it is said inrecognition of, and in spite of, the virtues of stability which would
have to be sacrificed-ability of the purchaser to foresee his dollar
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costs, discouragement to unnecessary speculation, and many more.
Empirical studies of the effects of flexible and stable prices have been
few, and in the absence of convincing facts the hypothesis that prices
should respond to changes in supply and demand seems the more
natural one to accept.

OBSTACLES TO PRICE FLEXIBILITY

If we want more price flexibility, we shall need to combat real
institutional, psychological, and market obstacles to it, some of which
may prove too deep seated to eliminate. Three will be discussed here.

Cost rigidity
Perhaps the most important obstacle is rigidity of costs. Only if

such costs as wage rates, other employment costs, taxes, and trans-
portation rates (which in turn depend heavily on labor costs) can be
made more flexible will it be practical to make selling prices them-
selves more flexible.

This can be simply illustrated by noticing what would happen if
prices in one much-discussed case, the iron and steel industry, were
cut without any reduction in costs. This industry probably had a
profit before income taxes in 1957 equal to about 15 cents per dollar
of sales.2 3

Let us assume a price reduction of 10 percent. In most commodi-
ties, this should be large enough to have some effect on demand, al-
though it could hardly restore 1957 sales of steel. If 1958 costs and
volume remained equal to 1957-in other words, if the 10-percent cut
did restore 1957 sales-the price cut would wipe out two-thirds of the
industry's net profit and of its income tax payments to the Treasury.
Nor would there be any saving as a result of cheap iron and steel
scrap, which is often mentioned to justify appeals for a price cut in
steel itself. If volume of output recovers, scrap will no longer be
cheap.

Such a price cut would have drastic effects on dividends, the credit
standing of the companies, investment in new facilities and even
replacements, and on usiness confidence itself. If, as is almost cer-
tain, it failed to restore 1957 volume, the situation would be much
worse and the producers would quickly run out of cash.

If, however, all costs and profits could be cut equally, such a price
reduction or a greater one would become feasible. Only one partici-
pant, the United States Treasury, can "afford" to take a cut in its
portion-on the theory of not trying to balance the budget in a reces-
sionary period-but there is no reason for all participants not to share
equally.

If all prices are in balance with each other and reflect the varying
demand and supply of each commodity or factor of production in the
market, there is an equilibrium 'under which each individual or group
should be able to buy the goods or services offered by others. Sales
of any which are overpriced are likely to stall, with the consequence
of less than full employment. If this is true for wheat or automo-
biles, it is true for labor. If it applies to wages of, say, $10 an hour
when labor productivity is $2, it applies also, if less disastrously so,

2 Based on 14.2 percent estimate for 1956 as shown In ibid., pt. 4, 1958, p. 1466, and
on the upward trend in most steel company reports which appeared in February 1958.



568 ECONOMIC STABILITY AND GROWTH

to wages of $2.25. Any drive by unions for higher wages during a
recession is a threat to recovery quite similar to any attempt by indus-
try to raise prices at such a time. It is only less great a threat inso-
far as some, though certainly not most, employers might be able to
borrow from the banks to pay the wage increases, or pay for them out
of idle funds, without either advancing selling prices or reducing
expenditure plans.

It follows from this that public pronouncements against wagre in-
creases during a recession are fully as important as such pronounce-
ments in favor of price decreases. Wage advances, in fact, will pre-
vent such price decreases. The administration, if it would undertake
this educational task in a vigorous and unambiguous manner, might
actually influence the demands of unions, the resistance of employers,
and the recommendations of mediators. This would require explain-
ig the obvious fact, which, however, was deliberately deemphasized
in the trade union movement as far back as the early career of Samuel
Gompers, that a higher wage rate will increase the worker's purchasing
power only if he keeps his job and works as many hours as before. It
would require pointing out that in the United States most employment
grows out of the profit motive of employers, and that this motive will
necessarily suffer from any further squeeze on an already declining
rate of earnings unless it is clear that volume of sales will increase.

The argument for a general wage increase in recessions rests on the
proposition-whose truth must be conceded-that the recipients will
spend the money sooner and faster than employers (corporate or indi-
vidual) would. Among the subsidiary propositions are that this will
increase total sales by employers, that higher sales will bring down
overhead costs per unit and may even stimulate plant expansion, that
the very prospect of rising sales will cause producers to build up
inventories, that under a national easy-money policy the banks will
be able and willing to finance the costs and expenditures called for by
these developments, and that even if investment spending is slightly
lower it will be more than offset by the rise in consumption spending.24

There is more than one weak link in this chain of argument. If the
logic is sound, why did business react downward sharply within a
few months of the big wage increases achieved by the National Recov-
ery Administration in the summer of 1933 and by the newly established
Committee for Industrial Organization in the winter of 1936-37?
Will the expected reduction in overhead costs per unit offset the
increase in labor costs plus the interest (low though it may be) owed
on the funds borrowed to pay the higher wages? Why will employers
be so optimistic when the prospective rise in sales is to be made pos-
sible by higher wages paid out of their own pockets from funds in-
tended either for immediate use or as reserves? Will this rise in
costs make business firms look like good risks to banks? If the one
undisputed merit of the plan is that it increases immediate spending
on consumer goods, how do we know that the workers' higher "pro-

24 A recent careful statement of this argument is that of Arthur Butler, Wages, Prices,
and Employment, in Current Economic Comment, Bureau of Economic and Business Re-
search, College of Commerce and Business Administration, University of Illinois, Urbana,
vol. 20, February 1958, pp. 3-16. The argument is cast in Keynesian terms, but it should
be mentioned that John Maynard Keynes himself was distinctly opposed to raising wages
in recessions-see the General Theory of Employment, Interest, and Money, Harcourt,
Brace, New York, 1936, p. 265. He was equally opposed to price cutting, having a liking
for stable wages, and rising prices to make it possible to pay the wages and yet earn aprofit. Ibid., p. 264.
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pensity to consume" compared to employers will add enough to spend-
ing for food and other consumption goods to offset the possible decline

in investment spending for products of the more deeply depressed
building and equipment industries? Finally, cannot consumer spend-
ing be stimulated by some means which does not simultaneously
increase costs of production?

Whether or not a general wage increase has virtues as a recession
remedy, it will block the remedy we are discussing, price cuts. Its
champions are, in fact, reconciled to prices advancing, on the ground
that this wvill encourage employers to produce in the face of the higher
labor costs which caused the higher prices. They are equally recon-
ciled to price staying the same, since this will insure that the additional
consumer spending will call forth a larger output of goods.25 Which-
ever we get of these two alternatives, but both allegedly beneficial
results, we will not get price reductions.
(7ost-plus pricing

A widely held philosophy, w%%hich sways many businessmen as well
as consumers, is that prices should always be set to cover costs, in-
cluding normal profits. The businessmen insist that prices should
be at least that highi, the consumers that they shall be that high and

no higher. Unit costs, however, may actually increase during de-
pressions because the overhead cannot be spread over as large a voTume,
thus seeming to call for higher prices when demand is going down.
Quite apart from recession, a burst of new investment spending in

the economy will force the expanding companies to set aside larger

sums for depreciation. This is natural and inevitable, but when
depreciation charges are set very high as a result of conservative
accounting practice, the prices which are in turn set high to cover
the charges (under the full-cost pricing doctrine) may discourage the

buying needed to keep the new plant busy. In March 1958 the rising
charges to depreciation as a result of "soaring costs of the vast post-
war program of expansion and modernization" were noted.26

One of the most fundamental propositions in price economics is
that the right price is the one which equalizes demand and supply
and clears the market. But clearing the market through reduction
of supply seems to be the preference of the industry spokesmen whom
the Journal of Commerce and Wall Street Journal were quoting
occasionally in February and March 1958 as opposing any reduction
in their own industries' profit margins. Fortunately, from the point

of view of those who favor price flexibility, a good deal of quiet price
cutting was in f act occuring at the same time.

This does not, of course, imply that when costs are sharply raised
by factors beyond the control of a business firm, it should ignore the
increase and offer itself as a sacrificial victim for the general welfare.
W;\That wve can properly ask is that business adopt the philosophy of
taking less than average margin of profit when demand will not
respond to full-cost pricing-to be offset of course by a higher than
average return in good times.

One important consideration bearing on price cutting is that it will
bring losses to some competitors before others. In other words, the

22 Butler, Wages, Prices, and Em loyment, p. 13.
" First National City Bank of New York, monthly letter. March 1958, p. 28. Compare

Keynes, The General Theory of Employment, Interest, and Money, p. 100,
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cost price of one firm will not cover the costs of all. General Motors,for example, has consistently earned the highest margin of profiton sales of any automobile company; and Ford Motor Co., since
World War II, the second highest return. Severe price cutting incars might put Chrysler in the marginal position that American
Motors and Studebaker-Packard hold now, and put these two com-panies out of business entirely.

The same situation is found in many other industries, although
the difference in profit margins is usually far less. hius, in steel,the largest producers have, recently at least, been making a higherreturn on sales than the industry as a whole. United States Steel
earned in 1956 16.0 cents before taxes on each dollar of sales, while
the industry earned 14.2 cents; and in 1957 United States Steel'searnings increased by 20 percent, while 41 iron and steel companiesincreased theirs by only 4 percent.27

A 10 percent price cut by United States Steel might put some ofits smaller competitors-not, of course, its largest rivals, some ofwhose profit ratios are as high or higher-in real difficulties.
To the argument that there is nothing wrong with driving inefficient

companies out of business, the reply can be made that inability toweather severe price cutting during a general recession is not necessar-
ily a proof of long-run inefficiency, though it may well indicate inade-quate financial strength in the light of present-day competitive con-ditions. When demand comes back, the facilities of some of the com-
panies driven out now may be needed again. The process of disap-pearance and reappearance may waste skills and experience, evenwhen the plant itself is merely shut down and later reopened undernew management. Unless a depression is due to sheer overcapacity
in relation to long-run demand-an interpretation that few will applyin 1958-it is wasteful to reduce such overcapacity by cutthroat pricecompetition. Abandonment of the full-cost pricing philosophy asa permanent rule of action (or shibboleth) need not imply such cut-throat competition. We can probably risk the casualties that willfollow from moderate price cutting made simultaneously with otherrecovery measures.
Nonresponse of demand to price reductions

Very important is the fear that demand will not respond to pricecuts. This may be treated under three general subheadings.
First, the psychology is frequently met among buyers that pricecuts imply a lack of quality in the product. This should not beserious in a general recession, when any price cut could reasonablybe attributed to the overall decline in demand. Some firms can alsocope with it by putting out new, low-priced models while keeping theprevious, higher priced models on the market for those still able andwilling to pay their price.
Second, with some commodities there is evidence that price cutsdo little to stimulate purchasing. The proof that demand for steel

is inelastic with respect to price, as presented in the study prepared
for the Temporary National Economic Committee by the United

t7 First National City Bank of New York, monthly letter, March 1958, p. 28. UnitedStates Steel has not earned a higher return on Its assets, which are larger in comparisonwith sales than the industry average; but it is the margin on sales that determines theseverity of the impact of a price cut.
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States Steel Corp., under the direction of Theodore 0. Yntema,25

has been generally accepted. The same principles, in particular the
one that demand for steel is "derived" from the demand for other
goods rather than independently determined, apply to capital goods
generally. Any plea to cut prices of capital goods in order to stimu-
late buying must take full account of this consideration and must
therefore, be tied in with measures to stimulate recovery in the demand
for consumer goods. Otherwise the results may prove feeble, or worse.

Although demand for consumer goods is more price-elastic than
that for capital goods, even here there are many commodities which
may respond poorly to price reductions. This is especially true of
durable goods. Thus, several studies of automobiles-and the same
is true for housing-have shown that price is but one of the factors
determining demand.29 There is even some current evidence of fail-
ure of high prices to discourage consumers, as in the relative success
in early 1958 of the Chevrolet "Impala" series as compared to the
lower-priced series of the same car.

But there is also evidence encouraging to the theory of consumer
goods price flexibility. An example is the boom in appliance sales in
February 1958, when General Electric and Sunbeam Corp. abandoned
fair trading. Some other less sensational instances of successful price
cutting have been reported. In automobiles. themselves, an open and
publicized 10-percent reduction in prices would probably revive gen-
eral buying interest in a way that the private bonuses by manufac-
turers to dealers and discounts by dealers to consumers are not doing.
Here, and in construction, another area in which prices have been
rising faster than the average, a price reduction could have a real
influence even if-or, better stated, just because-all other factors are
unchanged.

How far demand for consumer goods will respond to a price cut
depends on many factors, such as the size of the public's stocks of
the product on hand. Nevertheless, for the average commodity and
in the average situation, some response is natural and may be expected
sooner or later.

Third, there is a widespread belief that holding the price line is a
good way to preserve confidence. That there is truth in this position
cannot be denied, and it has been supported by eminent authorities-
J. M. Keynes and Sumner H. Slichter, to name only two. When
people learn that a given industry is beginning to cut prices they may
react by thinking, "Things must be worse than we had realized; let's
wait to buy until they begin to look better, or at least until the price
decline is over." So demand dries up until buyers think "rock bottom"
has been reached.

This is a real problem, but as times goes on the remedy of holding
the price line while demand keeps sliding off looks more and more
like taking refuge in illusions rather than facing facts. The best
protection against this drying up of demand when prices are cut is
to make the reductions so drastic as to give buyers confidence that the
bottom has in fact been reached. They must also be coordinated in
time with other antirecession measures if they are to revive the will-
ingness to purchase rather than merely break confidence further.

2S Temporary National Economic Committee Hearings, pt. 26, 1940, pp. 13913-13942.
29 The first such study was by Charles F. Roos and Victor von Szeliski, Factors Governing

Changes In Automobile Demand in the Dynamics of Automobile Demand, General Motors
Corp., New York, 1939.
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PRICES ONLY ONE PART OF A BALANCED RECOVERY PROGRAM

In February and March 1958, public attention seemed to be entirely
directed to Keynesian remedies for the recession, and adjustment of
prices to the changed volume and directions of demand was being
ignored. Perhaps this is because the obstacles to price cuts which
we have reviewed, and especially the rigid and rising wage level (in-
cluding automatic escalator clauses ties to the cost of living and to
productivity), have made price cuts seem impossible. If this remains
our attitude, recovery will be longer delayed. Price adjustments
have played an essential role in stimulating recovery from past de-
pressions and should help to do so again.

But the seller cannot do the whole job. The buyer must meet him
halfway. We must have a recovery of business and consumer con-
fidence to bring back into the market buyers for whom the real trouble
is not prices they cannot afford to pay but faith in the future that they
lack. The less we get in the way of price adjustments, the more con-
fidence will be required; and the less of both, the more Federal spend-
ing or tax cutting. But public spending takes a long time to start
and is slow in stopping, while in the absence of confidence funds
spared by the tax collector may be used to pay debts and build up
bank balances. Moreover, until we learn to build up a Treasury sur-
plus in time of prosperity, Federal deficits during depressions will
spell long-run inflation. It could save much waste and effort if cost
and price adjustments (along with introduction of new products, and
any other methods by which business can stimulate buying) play
their full part in a complete, well-balanced and well-timed recovery
program.

It is regrettable that economists have been able to compile so little
reliable and convincing information on the merits and demerits in
practice of the policies of price stability and price flexibilty, so that
one's choice between these policies and among their possible variants
must be determined almost by hunch. More broadly, it is discourag-
ing that there is still so much disagreement among economists on
appropriate cyclical policies, and so little success in getting across to
public opinion the points on which economists do agree. The most
practical ways of controlling the spiral of prices and wages, evening
out credit expansion and contraction, and accumulating a surplus in
prosperous periods are still not known, or if any of them are known
to some, these do not include many of those who would have the duty
of putting them into practice.



VIII

FORMULATING PUBLIC POLICIES FOR ECONOMIC
STABILITY AND GROWTH

573



VIII. Fornmlating public policies for economic stability and growth
A. What are the merits and limitations of the alternative

policies for promoting economic stability and
growth?

1. Monetary and debt-management policies with
their various subclassifications?

2. Fiscal policy, including taxes and expendi-
tures?

3. Direct controls giving consideration to their
peacetime acceptance and selectivity?

B. What criteria can be used to determine the optimum
combination of the various types of policies 6
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AN ECONOMIC POLICY FOR ECONOMIC GROWTH
AND STABILITY

0. H. Brownlee, University of Minnesota

I shall present my beliefs with respect to the general outlines of eco-
nomic policies which will best promote economic stability and at the
same time will permit the amount and composition of capital invest-
ment (including that in factors giving rise to technological improve-
ment) to be determined in somewhat the same manner as are other
resource-allocation decisions in a free economy. I shall not ration-
alize adequately my assertions by presenting a detailed picture of how
I believe the economy operates, since the earlier presentations before
the committee have been devoted to this subject. Furthermore, my
prescriptions are suited to a fairly wide variety of diagnoses.

My proposals are not original and have been drawn from numerous
sources. Briefly stated, they are as follows:

(1) There should not be direct control of product prices, wages, or
interest rates. Direct controls make it impossible to obtain informa-
tion that otherwise would be available with respect to peoples' pref-
erences for various goods and services and their willingness to sacri-
fice current consumption for potential future consumption. Such
information is vital for determining how much growth should take
place and for achieving any given amount of growth at minimum cost.

(2) The primary stabilizing mechanism should be a "stabiliz-
ing budget" such as has been proposed by the Committee for Eco-
nomic Development and by Professor Milton Friedman.' The sched-
ules of Government payments to the public and receipts from the
public should be established so that these two quantities are equal
at a desired level of gross national product and so that receipts
exceed payments for values of gross national product above the de-
sired level whereas payments exceed receipts for values of gross na-
tional product below the desired level. An excess of payments over
receipts should lead to an increase in the amount of money in the
hands of the public as a result of monetary issue to fill the deficit.
Symmetrically, an excess of receipts over payments should lead to
a decrease in the quantity of money in the hands of the public. These
automatic changes in the money supply can act as a stabilizer in that
they will tend to push the level of gross national product toward the
predetermined desired value. This desired value will move upward
through time as a result of economic growth, and the payments and
receipts schedules must be revised periodically in accordance with
this growth.

It should be noted that if such a proposal were to be put into prac-
tice, an independent monetary policy designed to influence the overall

1 Taxes and the Budget: A Program for Prosperity in a Free Economy, a statement on
national policy by the Research and Policy Committee of the Committee for Economic Devel-
opment, November 1947, and Milton Friedman, A Monetary and Fiscal Framework for
Economic Stability, American Economic Review, XXXVIll (June 1948), pp. 245-264.
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level of spending could not be pursued. For example, if the mone-
tary authority were to purchase securities in order to increase the
money supply during a period in which gross national product was
at or above the desired level, this money automatically would be with-
drawn by the Treasury. The monetary authority might possibly in-
fluence the rate of interest and hence the rate of growth, but not the
current aggregate money income level.

(3) The amount of Government investmnent should be such that its
marginal rate of return is the same as that of private investment. I am
aware that this statement is largely an exhortation to "do good"
without specifying how marginal rates of return on Government
investment should be computed and that I cannot, for lack of both
time and competence, deal adequately with this problem. However,
it is my contention that regardless of the procedures employed in
determining rates of return on governmental investment, an im-
provement over existing procedures would result from following my
proposal.2 In particular, it would avoid wide variations in Govern-
ment expenditure for capital investment as a stabilization device. It
is uneconomic to expand and contract expenditures on such items as
roads, schools, and dams simply because total expenditure is tem-
porarily below or above desired levels.

To finance governmental investment, the Government should sell
securities to the public paying interest rates such as are necessary to
clear the market. Expansions in Government investment will thus
compete more directly with private investment and will be judged
more upon their effects upon economic growth-the criterion most
applicable for making such decisions. In effect, the Government will
be trading securities for goods and services to be used for investment
purposes as does a business when it issues bonds or stocks to finance
expansion.

(4) Government provision of current goods and services which are
essentially in the ntature of consumer goods and services should be
at a level such that the marginal values of these goods and services
are the same as those of privately produced goods and services. This
statement also is another exhortation to "do good," but it can be made
into a more definite criterion for action if markets for such goods
and services are more widely employed or if market conditions are
more widely simulated in making such expenditure decisions.

In effect, I am proposing that Government establish a capital
budget, the level of which would be determined by expected returns
from Government investment in comparison with private investment.
This budget is not to be used for stabilization purposes, although it
will, in general, exert some stabilizing influence. Expenditures on
capital items will be financed by long-term Government debt. Pay-
ments and receipts in the current budget will balance at a desired
level of gross national product, receipts consisting of tax collections
and payments consisting of expenditures for Government consump-
tion plus transfer payments plus debt repayment. Monetary policy
would no longer be concerned with economic stability.

In the sections that follow I shall elaborate upon these proposals
and indicate how they will contribute to stability and growth.

' See Arnold C. Harberger, The Interest Rate in Cost-Benefit Analysis, Federal Expendi-ture Policy for Economic Growth and Stability, Joint Economic Committee, Congress ofthe United States, 85th Cong., Ist sess.
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TIIE ABSENCE OF DIRECT CONTROLS

Most economists profess a belief in the efficiency of a free market
as a device for allocating goods and services among various potential
producers and for allocating productive resources among various
alternative users. Consequently, I may be whipping a dead holrse in
accenting the absence of direct controls upon prices, wages, and inter-
est rates as a part of a proposed policy for growth and stability.
However, since talk of administered prices, the need of wage controls
if we are to have both a stable price level and full employment, and
qualitative controls upon borrowing to prevent inflation still persists,
I hope that I am justified in devoting a few words to my reasons for
not employing direct controls.

I have mentioned, in summarizing my proposals, the importance
of the information provided by the price system. Such information
shows those goods whose output should be expanded, where labor is
most productive and the areas of investment in which investors expect
to mak-e the greatest returns. If upper limits are placed upon prices
and these upper limits are effective, there are shortages of all of the
goods and services whose prices are limited. There is no easy way
of determining the relative importance of the various shortages.
Furthermore, some other criteria-such as "first come, first served"
or "friends and relatives served first"-must be worked to ration
available supplies. I must confess that I have never fully understood
the significance of the term "administered price." It is true that
some producers may pursue a price policy, i. e., they may choose to
establish a price at which they will sell their product. However, if
they make such a choice, they cannot also choose the quantity to be
sold. A monopolist who chooses to maintain price unchanged and
let only the quantity sold contract during a period of declining de-
mand is not acting in his own self-interest-if profit maximization is
his objective.

Monopoly imposes a cost upon the entire economy-through less
production of monopoly-produced and more of competitively pro-
duced goods and services than is optimal. If monopoly is important
in our economy, the source of monopoly power should be uprooted
through assuring freedom of entry into any line of production to
those who can obtain the required resources. Price control is not the
answer.

Many statements have been made during the past decade about the
incompatibility of arbitrarily determined money wage levels, full
employment, and a stable general level of prices. These statements
are true. One cannot have money wages rising more rapidly than
the productivity of labor without having either a rise in the price level
or less than full employment. In my estimation, however, the price
level has determined money wages rather than money wages having
determined the price level. In the event that my belief is incorrect,
the cure, again, is not wage controls but the establishment of condi-
tions whereby entry into trade unions is without restrictions.

Frequently interest rates have been viewed in a different light from
prices, and some persons unwilling to accept price and wage controls
have advocated controls on interest rates with the objective of increas-
ing or diminishing demand for particular types of capital goods.
Tle same kinds of objections that were raised tQ direct controls on
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the prices of individual goods and services or wage rates apply also
to qualitative controls on interest rates. They can lead to a distortion
in the price pattern of capital assets and to overinvestment in certain
types of capital assets and underinvestment in others. Thus, what-
ever capital formation takes place is not of the best composition.

The objection is not that prices or wages should be uncontrolled in
a general sense. Economic stability implies stability in the general
level of prices and a rising level of real wages. But, broad controls-
those over a general price index or a representative interest rate-
rather than specific controls are urged. Relative prices, wages, and
interest rates should be free to adjust to changes in supply and de-
mand conditions if currently available resources are to be efficiently
utilized and the growth that is to occur is at rates desired by the
society.

THE STABILIZING BUDGET

As potential stabilizing devices, changes in Government expendi-
ture, changes in net tax collections (tax collections minus transfer
payments) and the purchase or sale of securities by an agency of the
Government (such as the Federal Reserve Bank) have been advocated
by economists. Any of these devices or any combination of them
could be instrumental in establishing some given equilibrium level of
total spending in the economy. For example, a tax reduction, an
increase in Government spending or the purchase of securities from
the public could raise the equilibrium level of gross national product.
However, even though they may be equally effective in influencing
this equilibrium level, they need not bring about the desired adjust-
ment with equal speeds nor will their effects upon economic growth
be the same.

Relatively little is known about the speeds at which the desired
eventual adjustments might be reached as a result of the various fiscal
or monetary changes that could be made. Some recent investigations
indicate that substantial amounts of time have elapsed between the
peaks in the rate of increase in the supply of money and the peaks in
the general level of economic activity during a period dating from
soon after the Civil War to the present. Such evidence suggests that
the lags between changes in the quantity of money brought about by
open-market operations and changes in the general level of economic
activity have been on the average a little more than a year. No com-
parable direct evidence is available with respect to tax changes and
changes in Government expenditure, but one investigator claims that
there has been no noticeable lag between changes in income and
changes in consumer expenditure.3 Tax collections directly affect
disposable income, and Government expenditure for goods and serv-
ices-unless it changes only inventories-increases wage payments
and profits, both of which are income components. It is my guess
that fiscal changes have speedier effects than do monetary ones, par-
ticularly insofar as monetary changes first influence the level of in-
vestment-business plant and equipment, housing, and some consumer
durable goods.

3 Lloyd A. Metzler, Three Lags in the Circular Flow of Income, included In Lloyd A.
Metzler et al., Income, Employment, and Public Policy, New York: W. W. Norton & Co.,Inc., 1948.
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Variation in net tax collections (taxes minus transfer payments)
rather than in Government expenditure for goods and services has
been chosen as a means for damping fluctuations in gross national
product because it is believed that the resulting resource allocation
would be superior. If one could diagnose accurately the reason for
an increase or decrease in aggregate demand for goods and services,
a combination of a change in Government expenditure and in taxa-
tion might be still better than a change in net tax collections alone.
IHowvever, it usually is difficult to determine the structure of the
change in demand until some tinme after it has taken place. Further-
more, if it can be ascertained that a long term shift such as a decline
in demand for private investment and consumption relative to Gov-
ernment investment has occurred, an upward adjustment in Govern-
ment spending can be made.
The stabilizing budget and economic growth

Because net tax collections are directly related to gross national
product, a fall in gross national product is accompanied by a decline
in net tax collections. With Government expenditure constant, and
assuming that a balanced budget existed initially, a deficit occurs.
This is filled by monetary issue. A rise in consumption expenditure
as well as private investment occurs. In general, one would expect
the interest rate to fall. The deficit is of course wiped out as soon
as gross national product returns to the value from which it fell
initially. And, if a change in preferences accounted for the initial
decline in aggregate demand, the structure of gross national product
will be changed in accordance with these preferences.

Suppose that there is a decline in the willingness to undertake pri-
vate investment-as apparently has occurred during the current re-
cession. This is reflected in less willingness to borrow for plant and
equipment purchases and a decline in the rate of interest. The im-
pact of the stabilizing budget is to push gross national product
toward a value equal to the initial one but in which consumption
relative to investment is larger. And, if Government investment is
guided by interest rates in the private sector, an upward adjust-
ment in this category of investment also would be warranted at the
earliest periodic budgetary review. The decline in private invest-
ment denoted (1) an increase in the desire for present rather than
future goods, that is a decline in the desired rate of capital acclunu-
lation and economic growth, and (2) a desire for less private invest-
ment relative to Government investment. And, a move toward
fulfillment of these desires has been made as a result of the stabilizing
budget.

Economic growth, defined in many different ways, depends upon the
rate and composition of capital accumulation and improvements that
take place in technology. The very high rate of capital formation
in Russia during recent years has been, in part, responsible for what
appears to be a relatively rapid economic growth in that country, just
as low rates of capital formation in Egypt, India, and some Latin
American countries relative to the fairly high rates of population
increase have meant low rates of increase in per capita income. How-
ever, a given amount of capital can be used in different ways, some
of which will lead to larger amounts of output than others, so that
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the composition of net capital formation as well as its absolute amount
is important. The construction of plant and equipment in certain
Latin American countries for the manufacture of items in which these
countries have no comparative advantage in international trade has
resulted in less rapid growth than would have been possible had the
capital been used in other ways. Using production techniques which
permit more of a given product to be produced from a given amount
of resources-such as has occurred in agriculture from the use of
hybrid seeds and meat animals-obviously increases per capita output.
Just how important capital formation has been relative to technologi-
cal improvement in accounting for economic growth in any country
is difficult to determine. Generally the use of a new technique re-
quires a different machine or other capital item than previously was
used and hence also requires additional capitaL Our procedures for
valuing capital do not permit us to separate accurately the contribu-
tion of the discovery from that of the capital. - Furthermore, the
development of improved technology might be considered as capital
formation, particularly insofar as it is the result of research requiring
investment in training and equipment. Investing in research is an
economic problem comparable to that of investing in machines or
drilling for petroleum, so that one need not separate technological
improvement, as a kind of capital formation, from the other varieties.

A country could channel a very large proportion of its current
income into investment in plant and equipment and research-as the
Russians apparently have been doing-and its potential productive
capacity would grow more rapidly than if the proportion of its cur-
rent income invested in this way were small. However, a larger growth
rate obtained in this way is not necessarily better than a smaller one.
A larger proportion of income used currently to expand productive
capacity and improve technology means that more consumption could
take place in the future but less in the present.

Just as one would compare what people are willing to give up of
one commodity for another with what they have to give up in solving
the problem of how much of each to produce, one can compare what
people are willing to give up of goods and services in the present for
goods and services in the future with what they have to give up in
deciding how much of current income should be sunk into plant, equip-
ment, and research. Those who trade current for future consump-
tion-the "lenders" or "savers"-whether they be persons building up
savings deposits, their holdings of equities in corporations, or persons
using their own labor and materials to make additions to their
houses-are willing to save more of a given income at higher rates
of return than at lower ones. Those who use resources currently for
production in the future-the "borrowers"-whether they be persons
building houses, school boards constructing schools, "wild-catters"
drilling wells that may or may not produce petroleum, or corporation
presidents deciding whether to expand research activities-are willing
to use more of current income for these investment purposes at lower
rates of interest than at higher ones.

The amount of capital formation that will be such that what in-
vestors are willing to invest is equal to what savers are willing to
save depends upon the amount of government expenditures. But the
amount that should take place is not arbitrary-if the amount of
government expenditure is determined in accordance with the criteria
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suggested as a part of this policy package. One would expect it to
vary over time. Once productive capacity has been built up so that
excess capacity exists or would exist if the previous rate of accumu-
lation were maintained, continued accumulation at the previous rate
would be uneconomic. Similarly, if productive capacity has been
destroyed or kept from growing-by a war, for example-a rapid
buildup generally would be desired. Achieving variation in the de-
sired rate of capital accumulation as expressed in the market is com-
patible with the stabilizing budget.
How much stability can we have?

If a stabilization program such as has been outlined here were to be
put into effect, how much stability could be achieved? A precise an-
swer to this question probably cannot be supplied, since the nature of
the source of fluctuations aftects the amount of variation that will
occur. However, I believe that the amount of stability would be
greater than that which has been experienced during the past decade
which-with the exception of the period July 1950 to March 1951-has
been one of the most stable in our history.

During the past decade our fiscal system has contained a considerable
degree of built-in flexibility. For example, current net tax collections
have been rather closely geared to current income payments. In the
private sector, stock dividends have varied much less than corporate
profits. However, built-in flexibility in the fiscal system and a stabiliz-
ing budget are not the same things. Under built-in flexibility, a deficit
or surplus need not be treated in the same manner as in a stabilizing
budget. There are not the provisions for changing the money supply
as have been proposed here. Those persons who contend that we have
had an adequate test of automatic stabilization procedures are incor-
rect, for such a procedure is not a part of our current policy.

Furthermore, the Government itself probably has been a source of
instability. There have been fairly substantial variations in expen-
ditures, at a given level of income, not matched by variations in re-
ceipts and not designed for stabilization purposes. Open market
operations may have contributed to instability, because of the time lags
in their effects. Budget policy-while an improvement over that of 30
years ago-still is not pointed toward achievement of a balance at a
desired level of gross national product. In fact, data regarding the
prospective receipts and expenditures of the Federal Government have
been extremely difficult to interpret so that one does not know at what
income level the budget would balance.

The introduction of forces that automatically push the income level
back toward its equilibrium value (as does the stabilizing budget)
rather than merely reduce the change in the equilibrium value (as does
built-in flexibility), making the budget balance at a predetermined
income level and elimination of open market operations as an instru-
ment of stabilization policy would lead to greater stability than we
have had.

GOVERNMENT INVESTM1ENT

The role of Government investment as a factor in economic growth
already has been stressed in this paper. If Government investment is
at a level such that its marginal rate of return exceeds that of private
investment, there is too little Government investment in the bundle



582 ECONOMIC STABILITY AND GROWTH

comprising the total of capital formation. Similarly, if the marginal
rate of return on Government investment is less than that on private
investment, there is too much Government capital formation relative
to private capital formation. I am aware that there are many ways
of estimating rates of return on governmental and that each may
yield a different answer. However, as a beginning, whatever the
procedure employed to estimate returns, an investment should not be
made unless these returns are at least as large as would be obtained
if one, for example, purchased a bundle of stocks selected at random.

The fact that Government may be able to borrow at more favorable
terms that private borrowers should have little to do with the
determination of investment policy. The di fferential between rates at
which Government may borrow and those at which private businesses
may obtain funds do not reflect lenders' estimates of the productivities
of the investments. They result from lenders' knowledge that Gov-
ernment does not have to rely on earnings to repay loans.

In general, Government investment should grow as national income
grows, because of productivity considerations. However, like private
investment, the growth rate need not be a constant. From a given
set of prospective governmental investments with their corresponding
expected rates of return, more should be undertaken at lower rates
of interest than at higher ones. A fall in the productivity of private
investment should lead to a rise in Government investment. Thus,
although Government investment should not be considered as a
stabilization device, it would tend to vary inversely with private in-
vestment in situations where private investment opportunities varied.
Similarly, if there were shifts in governmental investment opportuni-
ties and Government borrowed from the public to finance its invest-
ment, private investment would increase in response to a fall in Gov-
ernment investment. Some additional stability could result from a
policy designed to influence growth.

SUIMMARY

I have attempted to sketch the bare outlines of a package of pro-
posals which I believe should form the backbone of Government ac-
tion for economic stability and growth. To obtain at least cost a
growth rate which is desired by the population, the level of Govern-
ment expenditure for goods and services should be determined by
productivity criteria rather than by its effect upon economic stability.
Fluctuations in economic activity should be damped by means of a
stabilizing budget. How much stability this would bring cannot be
estimated accurately but would exceed what we have had during the
past decade.

The kind of stabilization action proposed is largely automatic. If
accurate forecasts could be made, discretionary action could achieve
greater stability. However, until greater forecasting accuracy than
has been thus far demonstrated is achieved, discretionary action is
unlikely to achieve the degree of stability that can be provided by the
programs proposed here.



THE COORDINATION OF PRICE, WAGE, FISCAL, AND
MONETARY POLICIES IN NORWAY, SWEDEN, AND THE
UNITED STATES

Allan Gruchy, University of Maryland

In recent years it has become increasingly clear that there has
developed a great need for the coordination or integration of private
and public economic policies. Since 1945 both the Government and
private economic groups have found it necessary to develop a variety
of policies to meet a large number of economic problems, prominent
among which are the problems of full employment, price stability,
and sustained growth. Especially since the close of the Second World
War has there been a growing feeling that economic policies should
be coordinated at some top national level. In 1950 the Council of
Economic Advisers, when discussing price, wage, and tax policies,
pointed out that "none of these policies can proceed successfully in
splendid isolation. There must be some top point at which they are
all reconciled and synthesized." Again in 1955 under the Eisenhower
administration the Council called attention to the overriding need for
an integration of economic policies. Since 1946 we have made con-
siderable progress under the Employment Act in setting up new insti-
tutional arrangements for the coordination of economic policies. The
Council of Economic Advisers, the Joint Economic Committee, and
the Advisory Board on Economic Growth and Stability are repre-
sentative of these new developments which point in the direction of
an overall consideration of economic policy. More recently the occa-
sional meetings of the President, his special economic adviser, the
Secretary of the Treasury, the Chairman of the Board of Governors
of the Federal Reserve System, and the Chairman of the Council of
Economic Advisers indicate a further interest in the integration of
private and public economic policies for growth and stability. But
as yet we have made only a start in this direction. We still have the
situation where at times the Government moves in one direction, while
organized labor and businessmen go off in a different direction as
happened in 1957 when the Government stiffened monetary controls
with the aim of reducing inflationary pressures, but prices and wages
continued to move upward. The paramount need of today is for a
more effective coordination of private and public economic policies
to the end that economic stability and sustained growth may be
achieved. An analysis of the experience of the Scandinavian coun-
tries in coping with the problem of economic policy coordination
since 1945 not only throws some much-needed light on this complex
problem, but also indicates possible lines of further development in
the coordination of economic policies which may be worthy of consid-
eration with respect to similar problems in the United States.

The economies of Denmark, Norway, and Sweden are today sub-
*stantially different from what they were in the early postwar years.
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From 1946 to 1949 the problem of coordinating private and public
economic policies was made difficult by the large shortages and fre-
quent bottlenecks of the reconversion period. Strong economic pres-
sures reappeared during the Korean war, but since 1953 the Scandi-
navian countries have returned to a more normal, peacetime pattern.
Sup plies are now abundant, and markets offer a wide variety of
goods. The internal economic situation in these countries is substan-
tially the same as that found in the United States today. They are
faced with similar economic problems such as the securing of full em-
ployment, adequate growth, and price stability. The run of events
in the Scandinavian countries since 1945 has been accompanied by a
gradual reduction of direct economic controls. At present wages are
determined by free collective bargaining, most prices are free from
direct controls, and fiscal and monetary measures parallel those
adopted in the United States. The only significant difference is that
the Scandinavian countries continue to maintain limited import and
export controls, and also continue to regulate the amount of building
activity. As these countries have moved from direct to indirect con-
trols, the coordination of economic policies has been increasingly se-
cured through consultation and negotiation between the government
and the nation's major economic groups within the framework of the
annual national economic budget.

THE BASIS OF ECONOMIC POLICY COORDINATION IN NORWAY AND SWEDEN

When one considers the coordination of economic policies in its
broadest aspects, he has in mind primarily the coordination of fiscal,
monetary, price, and wage policies. Today in all advanced coun-
tries efforts are being made to achieve sustained and adequate eco-
nomic growth without inflation by constructing appropriate policies
along these four lines. Since the government is primarily responsi-
ble for fiscal and monetary policies, while private business (includ-
ing agriculture) and organized labor are in large part responsible
for price and wage policies, there is a clear need to bring together
these various sources of economic power which lie behind all major
economic policy determinations. In the Scandinavian countries such
a development has made considerable progress since 1945. In these
countries it has been found that the government's control over fiscal
and monetary policies is not enough to assure economic stability and
adequate growth. The ability of business and labor to influence prices
and wages somewhat independently of the government has been met
with a special program for integrating all the nation's basic economic
policies.

The method by means of which the governments in the Scandinavian
countries coordinate public and private economic policies is the "budg-
etary" method, a method which involves the use of the national eco-
nomic budget. This budget shows each country's total output in the
coming year or longer period and its distribution among private
consumers, private business investors, and the various levels of gov-
ernment. In Norway and Sweden national economic budgets have
been ainually published since 1947 as a basic guide for the coordina-
tion of private and public economic policies. These economic budgets
are not the basis of any economic blueprints for the rigorous plan-
ning of economic activities. On the contrary they reveal only broad
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economic relationships among total production, consumption, and in-
vestment which are consistent with the goal of sustained economic
growth. The Norwegian and Swedish national economic budgets
are, in essence, projections not of rigid output quotas but of feasible
and flexible national economic goals or objectives, which together con-
stitute a general economic framework within which fiscal, monetary,
price, and wage policies may be worked out and effectively coor-
dinated in the national interest.

Recent Norwegianl experience provides a good illustration of how
the national economic budget may be used as the starting point for
the integration of private and public economic policies. Other Scan-
dinavian countries follow the Norwegian practices in this connection
with relatively unimportant variations. The Norwegian national
economic budget statistics presented below show the total supply of
final goods and services available for domestic use in Norway in 1956,
the projected total output for 1957, and the actual total output
achieved in that year. Total supply in 1956, which was $4.04 billion,
wvas projected to increase to $4.14 billion or by 2.5 percent in 1957.
Measured in constant prices, the total supply of goods and services
actually achieved in 1957 was $4.16 billion or 3 percent more than in
1956.

Nortway's total internal supply of goods and services and its distribution, 1956
(actual) and 1957 (projected and actual)

1956 (actual) 1957 (pro- 1957 (actual)
jected)

I IIII

Total supply (in billions of 1956 dollars) -$4.04 $4. 14 $4. 16

Comronents of total supply (in percent):
I~efens --------------- ----------- 3. 2 3.2 3. 2
Public consumption -7.0 7.1 7. 2
Private consumption-55.3 55.5 53. 2
Public investment -7.6 7.8 8. 6
Private investment -26.9 26.4 27.8

Total ------------------------------------- 100.0 100.0 100.0

Especially important is the distribution of Norway's total domestic
supply of goods and services among various public and private con-
sumption and investment uses. Column I shows the actual division
of the 1956 total domestic supply, column II shows the projected or
estimated division for 1957, while column III reveals the actual distri-
bution made in 1957. The actual distribution in 1957, as the output
statistics reveal, very closely follows the distribution projected for
that year, the only variation being that private consumption did not
reach the projected level of 55.5 percent of total supply, while public
and private investment together exceeded the projected or planned
level of 34.2 percent of total supply. Private consumption was 2.3
percentage points less than intended or projected, while actual public
and private investment were larger than projected by approximately
the same amount. Since there is a great need for private and public
investment in Norway, the tendency since 1945 has been to weight
the annual programs, when carrying them out in practice, in favor of
investment rather than private consumption.
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The Norwegian projections of total output and its various uses are
annually presented to the Norwegian Parliament for its consideration,
as is also done in Sweden. After it has been submitted in this man-
ner, the national economic budget is published and then becomes
a general guide for economic policy formulation and economic policy
coordination. Government, business, agricultural, and labor leaders
use this budget as a point of reference in their deliberations about eco-
nomic policies and proposed economic measures. During the year,
monthly reviews are made by the Government of how closely actual
economic developments are following the projections laid down in the
annual national economic budget. Where sizable deviations between
the annual projections and actual developments show up, appropriate
changes in private and public economic policies are made. In the
first postwar decade Norway and Sweden were very successful in
achieving the desired division of total output between various invest-
ment and consumption uses. As a consequence of this development the
balance between investment and consumption, or between the power
to produce and the power to consume, has been well maintained. This
balance has been secured by coordinating effectively price, wage, tax,
monetary, and related private and public economic policies. Economic
growth has been well sustained in the Scandinavian countries since the
close of World War II. The only major difficulty that has been en-
countered has been that of preventing the development of inflation
in the postwar high-pressure economies of the Scandinavian coun-
tries.

SCANDINAVIAN PRICE POLICY SINCE 1953

In the years immediately following World War II prices in the
Scandinavian countries were subject to comprehensive direct controls.
However, as soon as productive capacity was enlarged and bottlenecks
were eliminated, these direct price controls were gradually abolished.
Since the Korean war comprehensive, direct price controls have been
largely eliminated until today these controls apply only to a few food
products and scarce imports. In general, the price systems of the
Scandinavian countries may now be described as free price systems.
For most products, businessmen are free to set their own prices, sub-
ject to the limitation, however, that the Government may, in the case
of a particular commodity or service, question the reasonableness of
its price. In this situation investigation may lead to a price adjust-
ment which is believed to be in the national interest, after negotiations
have been carried on between the Government and the producer of the
goods or service.

Since Norway has led the other Scandinavian countries in recent
years in working out a national price policy for a peacetime, full-
employment economy, special attention will be given here to its price
regulation experience which has been substantially duplicated in the
other Scandinavian countries. In 1949, Norway began to liquidate
its program of overall direct price controls which had been established
during the war, and which had been carried over into the postwar
period. In 1953, the Norwegian Parliament enacted a comprehensive
law for the control and regulation of prices, profits, and business prac-
tices. The aim of this new price law is to get away from the old-style
overall direct price controls and to replace them, where necessary, with
a more flexible, selective system of price regulation. The general pur-
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pose of the new national price policy is to abolish price regulation ex-
cept in those individual cases where it is found to be necessary to
preserve the national interest. This means that under the new price
policy businessmen are free to determine their own prices with the
Government intervening only when it feels that a particular price is
not at a reasonable level. The Norwegian Government is especially
concerned with the prices set by trade associations in the small-scale
industries and by large business organizations such as the power,
wood-product, chemical, and local utility enterprises. The 1953 price
act permits the Government to require a reduction in prices where it
is found that prices are unreasonable. *What a reasonable price is
is a matter to be settled by consulta~tion between the price authority
(the Price Directorate) and the firm or industry wehich is involved.
Prices are held to be reasonable (1) if they do not contribute unneces-
sarily to a rise in the cost of living, (2) if they provide adequate re-
wards for risk taking, and (3) if they contribute satisfactorily to the
supply of internal company funds which are available for moderniz-
ing and expanding plant and equipment. The procedure is for the
price-regulating authorities to examine the price structure of each in-
dustry to see how it meets the above-mentioned standards.

With regard to their effect on the general price level and hence the
cost of living, a firm's or industry's prices must not be raised where
increases in production costs cani be absorbed through greater effi-
ciencies in production. Increased profits are to be secured not through
price increases, but through reductions in per unit costs of production
obtained by improving the methods of production where this is pos-
sible. Price increases are permitted, however, where higher costs of
labor or rawv materials are not offset by greater efficiencies in produc-
tion. This is frequently the case in agriculture where the prices of
milk and milk products are directly tied to wage rates. Ifhere higher
wage rates cannot be absorbed by businessmen or farmers, they are
passed on in the form of higher prices without objection on the part
of the price-regulating authorities.

Norwegian price policy recognizes that prices and profits are inti-
mately associated, and that the regulation of prices cannot be effec-
tively separated from the regulation of profits. The Price Control Act
of 1953 takes account of this fact by giving the Government the power
to regulate profits as well as prices where such regulation is held to be
in the general interest. Under Norwegian price policy reasonable
prices should provide reasonable profits. What constitutes a reasonable
profit on a company's net worth or invested capital is a matter which is
determined by negotiation with the business involved. Firms may
justify their prices and profit margins on the grounds (1) that they
are needed to attract venture capital. or (2) that they are required to
provide a supply of internal companiy funds in the form of retained
earnings or profits for capital expansion purposes. The price direc-
torate has not attempted to work out any general criteria by means of
which the reasonableness of profits might be indicated. Instead, the
price-regulating authorities have preferred to proceed in a more prag-
matic manner, and to examine each price-profit case in terms of the
special circumstances surrounding the firm or industry which is under
investigation. Price increases which go beyond the levels needed to
provide profits as an attraction to new external capital or for internal
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investment purposes are. held to be unreasonable, and are not approved
by the price-regulating authorities.

It should be noted that price, profit, and investment policies are also
related to the broad investment goals which are set forth in the annual
national economic budget. As has already been explained, Norway
and Sweden annually publish private investment goals which are de-
termined by the projected rate of economic expansion. Steps must
also be taken to be certain that enough internal and external funds
are made available to individual business enterprises to finance the
projected annual private investment total set forth in the annual
economic budget. One of the sources of these investment funds is the
retained profits of private business enterprises. Prices in general
must therefore be high enough to permit the accumulation of retained
profits which, when added to other funds obtained from depreciation
funds, bank loans, and bond issues, will prove to be sufficient to finance
the desired total annual amount of private business investment in
plant, equipment, and inventories as projected in the annual national
economic budget. For example, in Norway the projected 1957 private
investment goal was 26.4 percent of the projected total internal supply
of goods and services valued at $4.14 billion. The total private in-
vestment goal for 1957 was, therefore, $1.1 billion of plant, equipment,
and inventories. It was necessary in that year to make certain that
private investment funds arising from retained profits, depreciation
funds, bank loans, and other sources would be sufficient to finance the
projected private investment goal of $1.1 billion. Since in the Scan-
dinavian countries much private investment is financed from internal
company sources, such as depreciation funds and retained profits, it
is essential that prices be high enough to permit the accumulation of
the desired retained profits. However, it is the duty of the price con-
trol authorities to see to it that profit levels do not exceed the level
which is appropriate to the investment needs of each industry, and
of all industries taken together.

The Norwegian Price Act of 1953 also permits the Government to
limit the amount of dividends which are paid out by business enter-
prises. Currently, companies cannot pay more than 6 percent on their
share capital, unless they receive special permission from the price-
regulating authorities to pay higher dividends. The purpose of the
dividend limitation is to have businesses use their earnings for capital
expansion purposes rather than to have them pay out their earnings
very largely as dividends to stockholders. This limitation on divi-
dends reduces consumption and enlarges private investment in accord-
ance with the consumption-investment goals set forth in the annual
national economic budget. Where there is a need to attract outside
funds and risks are high, higher dividends may be permitted by the
price-regulating authorities. In fiscal 1955-56, for example, the aver-
age dividend for those companies exempted from the 6-percent divi-
dend limitation was 11 percent on their share capital.

THE COORDINATION OF WAGE AND PRIVATE CONSUMPTION POLICIES IN

NORWAY AND SWEDEN

Wage determination in the Scandinavian countries is conducted
on a basis of free collective bargaining between employers and trade
unions, with the Goverpment refraining from direct intervention in
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the wvage-negotiation process. This process, though free from gov-
ernmental interference, is highly centralized but on a private basis.
Confederations of employers and of trade unions assume responsibility
for the overall guidance of negotiations looking forward to changes
in wage rates. This guidance takes the form of endeavoring to keep
average hourly wage-rate increases close to improvements in national
productivity and to increases in the cost of living which result from
higher import prices. The Government in Norway and Sweden pro-
vides the general economic framework within which this free collective
bargaining takes place. This framework is the annual national eco-
nomic budget, which indicates the total private consumption goal for
the cominlg year. Since approximately 65 percent of this consumption
goal is annually taken up by wage incomes, national private consump-
tion policy and wage policy must be closely integrated.

Since 1953 Norwegian and Swedish national private consumption
policy has projected about the same annual increase in total private
consumption as in total national production. Both have been pro-
jected to increase at an average annual rate of approximately 3 per-
cent. The confederations of employers and of trade unions have used
this growth criterion as a general guide in their negotiations for wage
rate increases, and in doing so they have endeavored to keep changes
in total wage income close to changes in total national output. How-
ever, they have not been entirely successful in achieving this objective,
because of what is described as the "waoae slide." In the high-pres-
sure, postwar economies of Norway and Sweden where the unemploy-
ment rate has been extremely low, individual employers have secured
workers by paying hourly wage rates above the negotiated wage rates
approved by the employers' and trade unions' confederations. The
resulting "wage slide" or "wage glide" has created excessive wage
incomes, which have added to the economy's inflationary pressures.
In recent years about one-half of the increase in wage rates in Nor-
way and Sweden has been attributed to wage negotiations, -while the
other half has resulted from "wage sliding." As a consequence of
these developments, wage rates and wage incomes have increased more
rapidly than was called for by the Government's private consumption
policy. Excessive increases in wage incomes, if they had not some-
how been successfully offset, would have upset the consumption-in-
vestment balances projected in the Norwegian and Swedish annual
national economic budgets. Too much of the nation's total produc-
tion would have been diverted to private consumption, and too little
to private and public investment.

The problem of adjusting wage incomes to the desired private con-
sumption level has been successfully met in Norway and Sweden by
making the necessary tax adjustments where changes in wage rates
and wage incomes have not been in line with the private consumption
goals laid out in the annual national economic budgets. By increas-
ing sales and other taxes the Government has reduced the buying
powver of wage earners and other income-earning groups to a level
where no more private consuumption than that projected in the annual
national economic budgets has taken place. In other words, infla-
tionary increases in wage incomes have been successfully sterilized
through appropriate fiscal adjustments.

The Norwvegian and Swedish statistics of private consumption and
gross national product for the years 1953-57, which are found below,
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show that both Norway and Sweden have kept total private consump-
tion within the limits set by national consumption policy in spite of
excessive annual increases in wage incomes. In Norway where gross
national product increased at an average annual rate of 3.5 percent
in the years 1953-57, private consumption increased at an average
annual rate of 2.8 percent. In Sweden similar trends in the growth
of private consumption and total output have occurred. In both
countries wage, tax, and consumption policies have been effectively
coordinated.

Annual increases (percent) in total private consumption and gross national
product in Norway and Sweden, 1953-57

Norway Sweden

Year
Total Gross Total Gross

private national private national
consumption product consumption product

1953 -. 4 2.0 2. 4 3. 71954 -4. 6 5.2 4.3 4.61955 -2. 6 2. 9 3. 4 4. 21956 ---------------------- 2. 7 4.3 2.4 2. 61957 -2. 8 2.9 12.0 13.0Average annual increase -2.8 3. 5 2. 9 3. 6

I Projected for 1957.

Although excessive increases in wage incomes have not been al-
lowed to upset the consumption-investment balance of either the Nor-
wegian or the Swedish economy, excessive hourly wage rate increases
have created an inflationary wage-cost push in both countries. The
increases in hourly and piece-rate wage costs resulting from the wage
slide have been to some extent passed on by businessmen to consumers
in the form of higher retail prices. Although some of the wage-cost
push has been offset by increases in subsidies on food products, there
has nevertheless occurred a considerable rise in the general price level
in all the Scandinavian countries since 1953. This inflation, however,
has been sufficiently curbed to prevent Scandinavian prices from rising
more rapidly than prices in other countries. Consequently, the ex-
ports of the Scandinavian countries have continued to be competitively
priced in international markets in spite of internal inflation.

INVESTMENT POLICY AND STABLE GROWTH IN NORWAY AND SWEDEN

One of the main economic objectives in postwar Norway and
Sweden has been to maintain a level of investment which would sus-
tain economic growth at a rate of around 3 percent a year. The se-
curing of this goal has involved making annual- projections of the
needed amounts of both private and public investment. These in-
vestment goals have been constructed through the cooperative ef-
forts of various government departments and private industrial, agri-
cultural, and export organizations. In Norway each major industry
has its own industrial council which supplies the government with
information about the industry's future investment requirements. In
the closing months of each year a survey is made of the anticipated
private and public investment for the coming year, which at the
first step usually exceeds the total amount of investment determined
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by the government to be necessary for sustained economic growth at
the desired level. This projected investment total indicates not only
the total of private and public investment, but also the projected
requirements for each industry and each line of public activity. This
projection of total private and public investment for the coming year
is made within the limits set by the national economic budget. Do-
mestic private and public investment, when added to private and
public consumption, must not exceed the total supply of goods and
services available for domestic use. It is therefore the obligation of
the government to balance total private and public investment de-
mands and the portion of total national production which is to be
made available for investment purposes during the coming year.
In Norway the projected annual private investment goal since 1950
has been approximately 28 percent of gross national product, while
in Sweden this annual goal has been about 18 percent of gross national
product.

Various economic measures are used in Norway and Sweden to
help in achieving the annual private investment goals. Investment
goals, although set for each line of economic activity, are not deter-
mined on an individual quota basis for each firm or enterprise. The
goal set for each industry, as made public in the published annual
national economic budget, provides a general framework for the
guidance of the governmental authorities concerned with limiting
private investment, the banks which extend credit to the industry, and
the trade association or other business organization which represents
the business enterprises in the industry. Control over the flow of
private investment in agriculture, domestic industry, and the export
trades is exercised in a number of ways. The building licensing sys-
tem enables the government to control the flow of private investment
into industrial plant and residential housing. Investment in equip-
ment is regulated to some extent through the control of imports of
machinery and other types of equipment. The commercial and sav-
ings banks, building and loan associations, and insurance companies,
following the general directives laid down by the central bank in
accordance with government policy, control the flow of private in-
vestment into plant, equipment, and inventories by making adjust-
ments in the supplies of short-term and long-term credits. The flow
of private investment is also influenced by changes in the tax laws
which stimulate or restrict private investment activities as circum-
stances require. During the year the government's national budget
office and other governmental departments analyze the effectiveness
of these various measures for adjusting the flow of private investment
in accordance with the annual investment goals set forth in the annual
national economic budget. Any trends away from the projected in-
vestment goals are soon uncovered, and measures are then taken to
alter these trends to meet the requirements of the national investment
policy. Although annual investment goals have not always been
reached in each industry, total annual investment objectives have been
very closely approximated in the first postwar decade.
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Private investment goals and actual private investment in Norway and Sweden,
1953-57

Norway Sweden

Projected Actual Projected Actual
private in- private in- private in- private in-

Year vestment vestment vestment vestment
as percent as percent as percent as percent

of gross of gross of gross of gross
national national national national
product product product product

1953 -25.1 26.8 17.0 15.8
1954 -26.1 27.4 16.1 16. 5
1955 -27.0 28. 2 17.3 17.7
1956 -26.8 27. 7 18.3 18.5
1957 -26.4 27.8 17.7 18.4
5-year average -26.3 27.6 17.3 17.4

The statistics for private investment (gross domestic private in-
vestment in plant, equipment and inventories) in Norway and Sweden
for the years 1953 to 1957, which are given below, show that in these
countries the projected annual private investment goals or objectives
have been very closely met. In these years the annual projected total
private investment goal in Norway has averaged 26.2 percent of gross
national product, whereas actual annual total private investment has
averaged 27.7 percent of total output. As the statistics reveal, there
were no significant variations in any year between the projected pri-
vate investment goal and the actual amount of private investment
made in both Norway and Sweden.

Success in achieving their annual private and public investment
goals has enabled both Norway and Sweden to maintain a highly
stable rate of economic growth. Since 1950 gross national product
has increased on the average about 3.8 percent a year in Norway,
while in Sweden the average annual rate of growth has been approxi-
mately 3 percent. The statistics for industrial production in Nor-
way, Sweden, and the United States, which are presented below, show
that industrial production, especially in Norway, has had a much
more steady and more rapid growth than in the United States.
Whereas industrial production suffered sizable decreases in the United
States in 1949 and 1953, no similar declines were recorded for either
Norway or Sweden. In the period 1953-56 industrial production in-
creased 22 percent in Norway, 14 percent in Sweden, and 7 percent
in the United States. In both Norway and Sweden national invest-
ment policy in the postwar years has resulted in a highly regular
growth of both private investment and industrial production.

Industrial production in Norway, Sweden, and the United States, 1947-56

[Index: 1953=100]

Year Norway Sweden United
States

1947 -63 84 75
1948 ------------- 70 90 78
1949 -78 93 72
1950 -.------------------------- 87 97 84
1951 -94 101 9o
1952 -------------- 95 99 93
1953- 100 100 100
1954 -109 104 93
1955 - . 117 III 104
1956 5 ---- ------------- 122 114 107
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THE ROLE OF NORWEGIAN AND SWEDISH FISCAL AND MONETARY POLICIES
IN ECONOMIC POLICY COORDINATION

In the Scandinavian countries, as in all other western nations, fiscal
and monetary policies have a crucial role to play in securing stable
economic growth. What is unique about Norwegian and Swedish
fiscal and monetary policies is that they are closely integrated with
well-established national price and wage policies within the frame-
work of the annual and longer-term national economic budgets. The
general result of this coordination of economic policy has been to
reduce the pressures placed on the nation's fiscal and monetary poli-
cies.. In the United States, the United Kingdom, and other western
nations outside of Scandinavia where there are no well-developed
price and wage policies in operation, the government is in the difficult
position of trying to secure full employment, adequate growth, and
stable prices through the use of fiscal and monetary policies which
are supplemented with governmental pleas for the exercise of re-
straint on the part of labor and business in raising prices and wages.
These pleas for wage and price restraint all too frequently fall on
deaf ears, as has happened in the United States and the United King-
dom in recent years. In Norway and Sweden the attack on the
problems of a high-pressure or full-employment economy is made in
a more coordinated fashion on the price, wage, tax, and monetary
fronts.

Fiscal policy in Norway and Sweden has two main purposes: (1)
To provide the government with enough revenue to purchase the
goods and services which are necessary to meet the public consump-
tion and investment goals projected in the annual national economic
budget, and (2) to aid in adjusting the flows of personal and busi-
ness incomes so that together they will not exceed the share of the
nation's total output which should be absorbed or taken up by these
private incomes, according to the estimates of the annual national
economic budget. The use of fiscal policy to provide the government
with enough revenue to purchase its projected share of gross national
product raises no special issues in Norway and Sweden. A more
significant problem is the use of fiscal policy as an aid in coping with
the difficulties that crop up in the working out of price and wage poli-
cies. If business profits or workers' wage incomes are excessive in
the sense that they lead to more private investment or private con-
sumption than is justified by the projections of the national economic
budget, the government adjusts the tax system in order to reduce
personal and company income flows to the desired level. Excessive
demands coming from private business for investment goods are also
reduced through restrictions on the supply of short-term and long-
term credit. Is the economies of the Scandinavian countries have
moved away from direct controls in recent years, more reliance has
come to be placed upon tax and monetary adjustments to balance total
supply and total demand, and to secure the projected distribution of
gross national product. Since 1950 controls in the form of building
licensing and import restrictions have become increasingly less im-
portant in the effort to reduce the inflationary pressures of the post-
war high-pressure economies of Norway and Sweden.

Fiscal and monetary policies in Norway and Sweden thus have
an important balancing or corrective role in addition to the tradi-
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tional functions of providing adequate governmental revenues and
adjusting the nation's money and credit supplies to the needs of the
expanding economy. Since both organized labor and business in
these countries have considerable freedom of action in their respective
fields, it is not to be expected that price and wage policies would at
all times be easily or smoothly coordinated with fiscal and monetary
policies. In the relatively free and dynamic Scandinavian economies
it is the final responsibility of the Government to correct any de-
ficiencies in wage and price policies by means of appropriate changes
in fiscal and monetary policies. For example, in both Norway and
Sweden when private investment in 1956 and 1957 tended to exceed
the investment goals set forth in the annual national economic budgets,
and, therefore, tended to add to the economy's inflationary pressures,
a credit freeze was applied to all financial institutions. Total credit
extensions in 1956 and 1957 were restricted to the maximum limits
reached in late 1955. Since the existing coordination of private and
public economic policies was not proving to be effective enough in
curbing inflationary developments at that time, this coordination was
supplemented by the adoption of more restrictive general credit
controls.

CONCLUSIONS REGARDING ECONOMIC POLICY COORDINATION IN NORWAY
AND SWEDEN

The success of economic policy coordination in Norway and Sweden
can be attributed to the presence in these countries of three important
arrangements. First, a quantitative basis for the guidance of eco-
nomic policy coordination is provided by the national economic budgets
that are annually published in Norway and Sweden. These budgets,
which are the end product of much deliberation on the part of both
public and private interests, provide the necessary quantitative stand-
ards for the guidance of economic policy integration. Second, policy
coordination is extensive enough to include all significant policies. It
is not limited to public economic policies, but instead spreads out to
include private economic policies as well. Much of the effectiveness
of Scandinavian economic policy coordination derives from the broad
scope of the integrative efforts which encompass price, wage, fiscal,
and monetary policies. And, thirdly, Scandinavian economic policy
coordination is based on an extensive program of consultation and
negotiation among public and private political and economic groups.
Economic policy integration is not a matter of Government fiat or
edict. Instead, it is in the final analysis a matter of negotiation and
consultation among various public and private interests which have
an adequate appreciation of the national interest. It is these three
accomplishments in the field of policy coordination which have enabled
the negotiational democracies of Scandinavia to make considerable
progress in coordinating public and private policies with the aim of
securing stable economic growth and full employment. The two main
problems with which Scandinavian economic policy coordination has
yet to cope successfully are domestic inflation and the disruptive
impact of international economic developments.

594
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ECONOMIC POLICY COORDINATION IN THED UNITED STATES

Economic policy coordination in the United States has been largely
limited to the integration of fiscal and monetary policies. Wage and
price policies which are mainly the concerns of private economic
groups, have for the most part been left outside the framework of gov-
ernmental policy integraton. The Government has been well aware of
the importance of price and wage policies, especially since 1945, and
has recommended various wage and price adjustments in accordance
with the fluctuations in the state of the economy. However, nothing
like a national wage or price policy has yet emerged from this approach
to price and wage problems.

It appears that future progress in the coordination of private and
public economic policies in the United States depends to a large extent
upon a more extensive use of annual national economic budgets. Since
1945 interest in these budgets has become fairly widespread in this
country. The Council of Economic Advisers has used these budgets
internally since 1946. The Joint Economic Committee has increased
public understanding of the national economic budget with its pub-
lication of annual and longer-term budgets. The Department of Com-
merce published a 3-year national economic budget in its postwar
study on markets after the defense expansion. However, up to now
these economic budgets have not been effectively used as a basis for
economic policy coordination. The Government does not officially ptb-
lish an annual national economic budget. It does little to acquaint the
public and the Nation's major economic groups with those broad pro-
duction, investment, and consumption goals, expressed in quantitative
terms, which would lead to sustained and adequate economic growth.
What is needed as a first step is an annually published national eco-
nomic budget for sustained growth, which would be prepared by the
Council of Economic Advisers or some other governmental body whose
principal concern is the integration of private and public economic
policies.

The second step toward a more successful coordination of economic
policies would require the tying of economic policies to the quantitative
goals set forth in the annual national economic budget. This would
mean that price and wage policies, as well as fiscal and monetary poli-
cies, should be worked out with regard to the growth objectives pro-
jected in the annual economic budget. Price policy would be basically
a matter of relating prices and profits to the needed amount of private
investment, while wage policy would have as its major concern the
adjustment of consumer buying power to the desired level of private
consumption.

The third step needed to approach a more satisfactory integration
of economic policies in the United States involves greater reliance
on negotiation and consultation between the Government and major
economic groups, and less reliance on manipulation of the economy
by the Treasury and the Federal Reserve System via fiscal and mone-
tary policy adjustmets. In our complicated and intricate 20th century
economy these manipulations by central banks and Treasury offices,
which orginated very largely in the 19th century, are no longer as
effective as they once were in maintaining the economy's growth and

23734-58---319
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balance. While still very useful, fiscal and monetary manipulations
of the economy need to be supplmented now by negotiations and con-
sultations between the Government and the Nation's major economic
interests, which are related to the quantitative criteria supplied by the
annual national economic budget. It now appears that it would be
through experimentation in this direction that a more successful coor-
dination of Drivate and public economic policies might be achieved.

It is not to be expected,-nor is it to he desired, that we should follow
the Scandinavian pattern of economic policy coordination in any de-
tailed manner. The special political and economic circumstances of
the United States will necessarily imprint themselves on any program
for the integrating of economic policies. Nevertheless, since the major
economic problem of the Scandinavian countries, namely, how to
achieve full employment and sustained growth without inflation, is
also the main economic problem in the United States, a study of the
postwar progress in coordinating economic policies in the Scandinavi-
an countries may offer significant suggestions as to how further prog-
ress may be made along this line in this country.



THE OPTIMAL MIX OF STABILIZATION POLICIES

Richard A. Musgrave, University of Michigan

It is the function of stabilization policy to maintain a high level
of resource utilization, especially the full employment of labor, and
to provide for a stable level of prices or value of money. The
achievement of these objectives is related closely to economic growth.
A high level of investment is needed to maintain full employment;
but a high level of investment raises economic capacity, and this re-
quires that an ever-growing demand be forthcoming to take the rising
full-employment output of the market. The economy, lest it is to
collapse, must keep growing. Economic growth, therefore, is es-
sential to the maintenance of full employment and price level stability.

But growth is more than a means to full employment and a stable
price level. It is also a policy objective in its own right. If the
appropriate policies are pursued, full employment and price level
stability may be compatible with a wide variety of growth rates,
and the choice of policy measures by which full employment and price
level stability are secured may have considerable bearing on the
resulting rate of growth.' Thus, public policy is confronted with the
further problem of selecting the appropriate rate of growth. While
the objectives of full employment and price level stability are readily
agreed upon, the choice of an optimal rate of growth is a difficult
matter.

Public policy must intervene when the economy fails to provide
for full employment or price level stability, and when the prevailing
rate of growth falls short of (or conceivably exceeds) the optimal
rate. There are many reasons why conditions of unemployment or
inflation may arise, and the appropriate choice of stabilization policies
differs, depending on the underlying causes of instability. Without
attempting to explore these causes, I shall merely distinguish between
two types of situations:

1. In the first group I include all those instances where a de-
parture from the objectives of full employment and price level
stability is caused by a deficiency or an excess in the aggregate
level of demand. Costs and prices are assumed to follow the
level of demand, at least in the upward direction, but they do
not make for an initial change. In this case, the remedy to de-
flation or inflation must be found in restoring demand to the
proper level. Aggregate demand is deficient if planned saving
at the full employment level of income exceeds investment plus
Government deficit, and vice versa for an excess in demand. This
is the situation to which most of the traditional discussion of
stabilization, both fiscal and monetary, addresses itself.

in connection with this entire topic, see the discussion of similar problems in sees. I,
II, and V of Federal Tax Policy for Economic Growth and Stability. Joint Committee on
the Economic Report, November 9, 1955,
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2. In the second group I include those instances where in-
stability originates not from the demand but from the sellers' side
of the market. This is the more recent case of "push inflation,"
and the currently experienced phenomenon of recession with price
rise. Here the remedy points to direct action in the sellers'
market, be it on prices and/or wages.

As we look at various situations of instability, we find that the
Government may choose between a number of reiredial measures, in-
cluding various fiscal, monetary, and direct control devices. The
purpose of this paper is to examine the considerations which should
underlie this choice between alternative approaches. *We shall find
that the answer does not lie in considerations of stabilization policy
alone, but that it depends also upon the effects of various measures
on the allocation of resources, the distribution of income and the rate
of growth. Stabilization policy, therefore, cannot be dealt with
in isolation and divorced from other objectives of public policy.

I. STABILIZING THE LEVEL OF DEMIAND

We begin with conditions of potential deflation or inflation, caused
by a deficiency or excess in the level of aggregate demand, with costs
and prices a passive factor in the picture. The problem here is one
of raising or restricting the level of demand, and for this purpose
various fiscal or monetary devices may be used. For the time being,
I shall look at the matter from a short-run point of view, so that
effects of investment upon capacity may be disregarded. Such effects
and the resulting problem of growth are taken up in the next section.
Alternative fiscal measures

Consider first the choice between various fiscal approaches to stabi-
lization. In particular, consider (a) the choice between adjustments
in the level of goods and service expenditures of Government, and
adjustments in the level of tax rates; and (b) the choice between ad-
justments in the general level of tax rates and adjustments in the
structure of the tax system.

Expenditure adjustment versus tax adjustment.-The earlier think-
ing in compensatory finance was concerned primarily with depression
and ran in terms of deficit spending. That is to say, the remedy was
seen in an increase in the goods and services expenditures of Govern-
ment, be it in the form of public works or other outlays. In recent
years writers have emphasized the possibility of reducing tax rates,
thus raising disposable income and thereby the level of private ex-
penditures. In comparing these two approaches, a number of con-
siderations arise.

To begin with, we may compare the amounts of tax reduction and
expenditure increase which are required to obtain a given leverage on
income. If we disregard possible incentive effects of changes in tax
rates on investment, it may be shown easily that per dollar of change,
an increase in goods and service expenditures of Government is more
effective than decrease in tax yield.2 This is the case because the
initial increase in the demand for goods and services is a full dollar in

2 The case of Increase in transfer payments Is similar In principle to that of tax reduc-
tion. However, transfer recipients, if unemployed, are likely to spend the entire amount
of transfer. Therefore, dole payments will be as effective in leverage as goods and services
expenditures of Government.
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the first case, whereas part of the tax reduction may be lost in the
second, as consumers increase saving as well as spending. In both
cases, the initial gain in spending is subject to a multiplier effect.
Since the multiplicand is less in the second case, the total effect will
be less as well. Thus it appears that antidepression policy by tax
reduction requires a larger deficit than antidepression policy by ex-
penditure increase. If it was our objective to minimize deficit, this
would be a reason for choosing the expenditure approach. By the
same logic, anti-inflation policy would rely on tax increase, as this
would require a larger surplus and hence permit greater debt
reduction.

Most economists agree that this is not the proper basis of choice.
Changes in the level of public debt have some significance because
they affect the state of liquidity, but they are not that important a
factor. Turning now to a set of practical considerations, the choice
between tax and expenditure changes may be made to hinge on such
factors as the speed with which they can be introduced, the speed with
which they become effective in changing the level of demand after
they are introduced, the rate at which action in any one direction may
be reversed, and so forth. I shall not consider these points in detail,
except to note that introduction or abandonment of public-works
projects is not a highly flexible matter. For this reason, public-works
policy is more applicable in a situation where expansionary or restric-
tive action is required on a sustained basis. This basic difficulty does
not apply to changes in tax rates which, in principle at least, may be
introduced and discontinued promptly, as economic conditions require.
The difficulty here is one of speeding up the legislative and adminis-
trative machinery by which such changes are made.

In this connection I should like to repeat my recent suggestion to
the Ways and Means Committee that Congress, in its annual concern
with revenue legislation, deal with two types of measures. 3 The first
would be the traditional task of providing for an equitable tax struc-
ture, and for setting tax rates so as to provide the yield called for in
view of expenditure requirements and the likely economic outlook for
the coming year. In addition, Congress would authorize the President
to apply changes in tax rates or exemptions within prescribed limits
and forms, provided that such changes are necessary to meet his re-
sponsibilities under the Employment Act. Thus, the President may
be authorized to raise or lower income tax exemptions by $100, or to
raise or lower the first bracket rate by 2 percentage points. Such a
policy would add greatly to the President's ability to meet his respon-
sibilities under the Employment Act, and I am confident that the
arrangement could be made without weakening congressional control
over tax policy.

Leaving aside these matters of flexibility, there is a further and
perhaps more basic consideration pertaining to the choice between
adjusting public expenditures and tax rates. This is the question
whether the change in expenditures should be in the form of public
expenditures for public purposes, or private exepnditure for private
purposes. It is a sound principle that we should not undertake public
expenditures and provide public services merely to raise employment;

S Hearings on Tax Revision, Committee on Ways and Means, United States Congress,
January 9, 1958.
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and that we should not curtail public expenditures and public services
merely to check inflation. Putting the matter more positively, we
should decide in any given situation how much resources we wish to
devote to supplying public services, and how much we wish to devote
to supplying private services; and we should then provide for full
employment and price level stability without interference with this
requirement of efficient resource use.

This principle leaves room for some degree of countercyclical fluc-
tuation in the level of public expenditures, but it suggests that the
main burden should be borne by the tax adjustment.4 Once this prin-
ciple is accepted, public services must always be justified on their own
merits, never in terms of a make-work project. Similarly, a curtail-
ment of public services must be justified on its own merits, not merely
as a means to check inflation. While expenditure adjustments may be
in order within certain limits, and to meet special situations such as
localized unemployment, it is most important to understand that com-
pensatory adjustments can be made without interfering with an effi-
cient allocation of resources between public and private uses. Lest my
position be misinterpreted, let me hasten to add that my personal
preferences speak in favor of a liberal allocation of resources to public
use, but this is not the issue here. The issue is that such allocation as
is made should be made on its own merits; it should not be swollen as
an anti-deflation or shrunk as an anti-inflation device.

C/hange in tax level versus change in tax strueture.-I now turn to
a second choice in fiscal policy, referring this time to various types of
tax adjustment. The question here is whether tax adjustments to
check deflation or inflation should be essentially through a change in
the general level of tax rates, while leaving the tax structure more or
less unchanged; or whether they should be selective.

The selective approach is frequently justified by the argument that
we should change those taxes which give us the greatest possible lever-
age effect per dollar of yield change Ihus it is argued that tax reduc-
tion to check depression should be concentrated at the lower end of the
income scale, it being assumed that investment cannot be stimulated
anyhow, and that the consumption response of low-income groups will
be stronger than that of high-income groups. Similarly, it is argued
that a tax increase to check inflation should again be concentrated at
the lower end, since investment is needed to secure additional capacity
and consumption is checked more effectively by taxing low incomes.
This gives us a tax structure, the progressivity of which fluctuates in a
counter-cyclical manner. Other results might be obtained if other
objectives are set. However this may be, such is not the correct view
of tax adjustments.

My reasoning is similar to the case of expenditure policy. The use
of fiscal policy for compensatory purposes is important and essential,
but it can and should be performed without interference with other and
no less important objectives of budget policy. The other objective, in
the present case, is that of equity in taxation. Equity is a complex

4 Under conditions of potential depression, people devote a smaller part of their resources
to capital formation than under conditions of potential boom. Therefore, they will devote
more to other uses, including those of a public and private sort. Such may be expected to
be the case, even though a full employment level of income is provided for by tax and
transfer policy. See P. A. Samuelson In Tax Policy for Economic Growth and Stability,
op. cit.

See my paper In Tax Policy for Economic Growth and Stability, op. cit.



ECONOMIC STABILITY AND GROWTH

subject, which cannot be dealt with here. As I see it, there are two
aspects to the equity problem. First, taxes ought to be distributed
so that people pay for public services in accordance with their desire

to have such services performed and their ability to pay for them.
Second, taxes (along with transfer payments) have the function of

securing adjustments in the distribution of income. This is the pri-
mary reason why most people agree that the tax structure should be
progressive. However one feels about equality or inequality, people
should be permitted to form their views as to what constitutes a de-
sirable distribution of income and a fair distribution of the tax bill
independent of the need for anti-inflationary or antideflationary action.
If a certain degree of progression is held desirable, then we should not
be forced to deviate from it for compensatory reasons; and quite similar
considerations apply to what I like to think of as the principle of
"horizontal equity," the rule that people in equal positions should pay
equal amounts of tax.

*We thus arrive at the basic principle, that compensatory adjust-
ments should be in the level rather than the structure of the tax system.
Let me note here the current discussion with regard to tax reduction.
If taxes are to be reduced at the lower end of the income scale, I would
prefer this reduction to be made by way of splitting the first bracket
and cutting the rate on the initial $1,000 rather than by way of raising
exemptions. I feel this way because, from the longer run point of
view, it is more equitable to tax the lower income groups by way of
income taxes rather than by way of sales taxes. Due to the effects of
exemptions, the former are highly progressive at the lower end of the
scale, whereas the latter are highly regressive.

As before, there are certain exceptions to the general rule. Selective
tax adjustments may be desirable where the deficiency in demand is not
general but originates in a particular point in the income flow, such as
the hoarding of retained earnings as a cause of depression. Where
such is the case, differential taxation of retained earnings may be desir-
able, even though it may not be justifiable on equity grounds. Or,
differential adjustments, such as a reduction of excises in a recession,
may be desirable on grounds of equity as well as economic policy.
Students of taxation are not entitled to demand that the tax tool be left
alone so that the tax structure remain beautiful, thus falling in line
with the overly devoted librarian who does not wish his books to be
used. At the same time, students of taxation are justified in applying
the equity test to proposed tax changes, and in supporting inequitable
changes on where the underlying policy objectives are of overriding
importance and cannot be met as effectively by other means.

Monetary versus fiscal nmeasur'es
It remains to consider the balance between fiscal and monetary policy.

While this has to be discussed primarily in the longer run context, some
comments may be made with regard to its shorter run aspects.

While there can be little question regarding the potential effective-
ness of fiscal policy in meeting a recession or depression, this is not the
case with monetary policy. Federal Reserve policies to ease credit-
be it in the form of open-market purchases or reduction in reserve
requirements-will be effective only if borrowers are inclined to avail
themselves of this credit at eased terms. If they are not inclined to

do so, easing credit is like pushing on a string, and with little or no
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effect on the actual level of demand. If conditions are sufficiently
depressed, such will tend to be the case. Here the choice between fiscal
and monetary approaches will be decided by the much superior effec-
tiveness of the former. But this applies to the case of a severe depres-
sion only. In a moderate recession, a policy of monetary ease may
not be without effectiveness, and may present an alternative to-or
at least, render import support to-the fiscal approach. Monetary
policy fares better when it comes to restriction. If sufficiently aggres-
sive, moneatry restriction will check demand inflation. At a time
when people wish to use funds to excess, a reduction in the available
supply of funds is not likely to be offset wholly by an increased use
of remaining funds. There is now a pull on the string, and by pulling
back, monetary policy has a better chance to be effective.

Also, it must be noted that the monetary approach has the advan-
tage of flexibility in policy initiation. Open-market policies may be
varied on a day-to-day basis and thus retain greater short-run flexi-
bility than could be provided by even my proposal for flexible tax ad-
justments. At the same time, we have tended to exaggerate the
flexibility of monetary policy. As money is eased or tightened, it
takes time for the changed conditions in the money market to transmit
themselves, and borrowers may be affected with considerable delay.
Relatively little is known about this, but recent experience suggests
that monetary policy is not as flexible in its final impact on the credit
market as it is in policy initation.

There is still much debate among economists regarding the precise
mechanism by which restrictive monetary policy is effective, and
regarding the degree of effectiveness which will be associated with a
given rise in interest rates. The voluminous hearings and documents
on monetary policy which have been forthcoming in recent years have
shed little light on these basic questions. Proponents of a new mone-
tary doctrine have argued that emphasis should be shifted from the
re a ct'-i on o f b orowers to the reaction of ledes an tha Arelat- ~_-~ _ 4_ivel

slight measures of restriction may have substantial effects on the will-
ingness of lenders to part with funds. As a result of changes in mar-
ket structure, so they hold, the supply of available funds to borrowers
may be restricted sharply, and this may be the case even though there
is but a slight increase in the cost of funds. Critics of the new doc-
trine have pointed out, and I believe with good reason, that not all
the structural changes in the market have been favorable to monetary
policy; that the so-called locked-in effect, which is said to restrain
the lender, is not easily reconciled with intelligent lender behavior;
and that a policy of restricting credit availability without raising the
cost of credit involves an increasing degree of imperfection in the
credit market, a phenomenon which is hardly compatible with the
traditional claim that one of the merits of monetary policy may be
found in its alleged neutrality in the market place.

However this may be, the potential effectiveness of monetary restric-
tion cannot be denied. The more interesting question, to my mind,
is how this restriction operates. By and large, monetary restriction
works by restricting capital formation. Fiscal restriction may be
designed to work in this direction, but it may also be aimed at restrict-
ing current consumption. Clearly, fiscal restriction is more flexible
in this respect, as will be noted again when considering the longer
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run aspects of growth. Moreover, monetary restriction may have a
quite different impact as between types of capital formation than
does fiscal restriction. The impact of monetary restriction falls with
particular emphasis upon investments which must be financed by bor-
rowing in the market, and upon investments which have a long payoff
period so that interest constitutes a substantial part of the total cost.
It falls severely upon borrowers who, for some reason or another, are
inflexible in adjusting the rate of return which they can pay on their
debts.

For these and other reasons, we find that monetary restriction falls
severely upon capital formation by municipal governments. Simi-
larly, there seems good ground for suspecting-although this remains
to be verified by the current investigation of the Federal Reserve into
this matter-that monetary restriction falls particularly severely upon
the weaker competitor and small enterprise. More basically, there is
the question whether the kind of credit curtailment that results from
the preferences of the lender, leads to the proper allocation of the
restricted credit resources. Clearly, the answer to this question is the
more negative, the more weight one wishes to place on the new mone-
tary theory and its emphasis on credit rationing.

In all, the traditional view of monetary policy as benign and neutral
in its impact on markets, appears to have been based on lack of in-
formation regarding discriminatory effects, rather than on positive
evidence to the contrary. There is no a priori argument on these
grounds in favor of monetary as against fiscal policy. The same
applies with regard to the problem of incidence. When it is decided
to raise or lower taxes-be it for budgetary or compensatory reasons-
there arises (and properly so) the question of who is going to pay the
bill. Where taxes are raised to check inflation, this would seem to be
a crucial question, since the main reason for checking inflation is to
avoid its inequities. No such question is raised when the problem
is one of monetary restriction. Yet, there is a problem of incidence,
interpreting this term to mean effects on income distribution, in
monetary no less than in fiscal policy.

This question may be pointed up by comparing the distributional
effects of restriction by monetary action with those of restriction by
a proportional income tax. Will monetary policy fall on the progres-
sive or on the regressive side of the latter. There is no ready answer
to this question. The problem involves not only such redistribution
as may result from increased tax payments and interest payments on
public debt, but one must consider as well the distributional effects of
increased interest payments in the private sector of the economy.
Finally, a change in the rate of interest has repercussions on the yield
of equity capital and, in its longer run effects, on the rate of growth
and hence on the distribution of the national income between wage
and capital earnings. While the distributional effects of these long
run changes defy prediction, it appears that the short run changes
are on the regressive side of the proportional income tax. Moreover,
the comparison with a proportional income tax may not be the proper
one. Adore precisely, we should compare the incidence of monetary
policy with that of such marginal change in the tax structure as will
be made in lieu of monetary restriction. If this marginal change is
progressive, the preceding result is strengthened, and monetary re-
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striation tends to be more favorable to higher incomes than fiscal re-
striction. If the marginal tax adjustment is regressive, the result may
be reversed.

All this is highly speculative and presents an almost entirely new
area for investigation. However, it suggests that monetary policy
is no more neutral, on a priori grounds than is fiscal policy, and that
monetary policy, alas, may not be as different from tax policy as we
have been accustomed to think.
Discretionary policy versus built-in ylexibility

Before turning to the problem of growth, a word should be added
regarding the choice between discretionary action and reliance on
built-in flexibility. There has been much said in recent years about
the virtues of built-in flexibility and the fact, or hypothesis, that the
built-in flexibility of our system has been increased so greatly as to
make our economy pretty much depression proof.

Now it is true that the existence of a large budget adds a core of
stable (public) expenditures, expenditures which are not sensitive to
changes in income. Also, it is true that a high rate of taxation such
as goes with the large budget, plus transfer programs, cushions the
changes in disposable income which result with a given change in na-
tional income. All this is to the good, at least as long as the economy
is at a high level of activity to begin with. At the same time, I think
it important not to overestimate the effectiveness of built-in flexi-
bility. Such estimates as have been made suggest that it will be of
some help, but that it will fall far short of what needs be done to
maintain stability if a serious disturbance should arise. Dreaming
about the beauties of built-in flexibility, therefore, must not lead us
to neglect the more realistic task of perfecting our tools of discretion-
ary action, tools which most likely will have to remain our primary
reliance. It is precisely this line of thought which leads me to urge
a provision for flexibility in tax policy, thereby giving us in tax policy
some degree of freedom for prompt discretionary action, such as has
been available traditionally in monetary policy.

II. STABILIZING THE LEVEL OF COSTS

We now turn to our second type of disturbance, where instability
results from the cost and price side of the market. Suppose we begin
with a situation of full employment and price-level stability. Now
some powerful group in the economy decides that it wishes to have its
income raised, without there being a corresponding gain in productiv-
ity. This may take the form of unions insisting on higher money
wage rates which will be transmitted in turn into higher prices; of
producers insisting on a higher profit margin, or of accentuating in-
creases in wage costs by adding a percentage markup; or of farmers
insisting on an increase in their respective share. For these or other
reasons, wages may be raised without a gain in productivity and prices
may be increased with an initial gain in demand.
The dilemma

Confronted with this situation, the Government finds itself in a
dilemma. If a full employment output is to be maintained at the
higher level of prices, money incomes must be permitted to rise accord-
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ingly. This requires expansionary fiscal or monetary measures of the
type described in the preceding section. But if this is done, the very
policy which maintains full employment also serves to verify the rise
in prices. What is worse, it demonstrates to various parties in the
economy that an increase in earnings (money earnings, in any case)
can be obtained without endangering the level of employment, thus
inviting a new round of increases, and so forth. In the process of up-
ward adjustment, rentiers get squeezed out; as a result, other groups
which have gained may come to be satisfied with their winnings, and
stop further pressures on prices and costs. But we cannot be sure of
this. It is equally possible, or indeed more likely, that appetites will
be whetted. In this case, the push will continue, and the maintenance
of full employment will be accompanied by a continued and perhaps
increasingly rapid price rise.

If the Government chooses price-level stability as its first objective,
it will refuse to provide the increase in money income which is needed
to maintain full employment at the increased level of prices. In this
case, unemployment will result, which in turn may discourage the in-
sistence on further increases in costs and prices. Or the Government
may go further and insist on a reduction in money income, hoping
thereby to reduce costs and prices to their old level. If it turns out
that costs and prices are sticky in the downward direction, this will
result in an even greater degree of unemployment.

Under such conditions, controls over the level of demand can serve
no longer to obtain the twofold objective of full employment and price
level stability. This holds equally for both general monetary and
general fiscal devices. Another solution must be found.

Sotughom
To begin with, there is the possibility of discarding one or the other

stabilization objective. Thus, full employment may be maintained, to-
gether with rising prices. How troublesome this would be, depends
upon the rate of price increase that would result. Economists have
argued for a long time that some moderate rate of price advance may be
a wholesome thing. It provides for a bullish economic climate, gives
everyone a feeling of rising incomes and well-being, and permits union
leaders to demonstrate success in raising money wage rates. However,
even a slow rate of price advance adds up to a great deal over a life-
time, and resulting inequities may be substantial. I have little confi-
dence in the proposition-that these will disappear as everyone will learn
to adjust himself to the rising prices. Therefore, I am hesitant to ac-
cept this solution.

The other possibility is to insist on price level stability, while letting
employment drop to whatever level it may. This approach is not only
absurdly inefficient and unjust, but it is altogether unrealistic. Sus-
tained unemployment is incompatible with social stability in our so-
ciety. Nor do I have much sympathy for a qualified version of this
argument-that we should have 'ust enough unemployment to intro-
duce the necessary disclipline into wage-price behavior. For one
thing, I am not certain that the degree of discipline will be increased
by "some" administered unemployment; for another, I doubt whether
unemployment will accrue to just those sectors of the economy which
are most in need of disciplining. To my mind, these either-or solu-
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tions must both be discarded. We must find a way in which the econ-
omy can be made to function adequately on both objectives.

The economist's natural answer is that we should establish market
conditions in which no groups are in a position to exert autonomous
pressures on wages and prices. The problem will vanish if only suffi-
ciently competitive conditions are established in both factor and prod-
uct markets. If we consider the industries which are of primary con-
cern in this connection, we find that firms tend to be larger than is
needed on grounds of efficiency; and no matter how furious competition
may be in fins and headlights, price competition leaves much to be de-
sired. Surely, price competition might be improved by increasing the
number of firms. If this was done, producers would be more hesitant
to grant wage increases in excess of productivity gains, wage increases
which in the present setting afford a nice opportunity and excuse for
corresponding (or more than corresponding) mark-ups in profits.
Something might be done in this direction, but vigorous action seems
unlikely.

Moreover, even if it was taken, there remains the union side of the
picture. Simple changes in union structure are not the solution. A
reduction in the size and increase in the number of unions, all of
which would operate on an industrywide basis, may lead to interunion
competition for the highest wage demand, rather than to a more mod-
erate policy. This is suggested by foreign experience. A breakup of
unions so as to limit any one union to any one company might do the
job of curtailing wage demands, but unions would be pretty much
wrecked in the process. Neither of these solutions is acceptable.
Thinking in the other direction, it may be argued that union leader-
ship will be more statesmanlike if unions are made bigger, but this
also poses the danger of greater power and possible abuse. This solu-
tion, therefore, must be excluded as well.

Since there is no simple solution in terms of changing union struc-
ture, other restraints are called for. Union power, as an originating
factor in cost-push inflation, is exaggerated by the fact the parties
with whom the effective bargain occurs-namely, consumers and other
wage earners-are absent from the bargaining table. These other par-
ties might be introduced through adherence to certain rules of the
game, e. g., that wage increases should be limited to productivity gains,
that price increases should be forbidden as long as there is excess ca-
pacity, that prices should be reduced where there is unemployment,
and so forth.

Such an approach would accept the present division of monopoly
gains between capital and labor as the base from which to make future
adjustments, which is a dubious point of departure; and there is the
further question whether such rules can be administered short of a
national wage-price policy, a step which most people hope can be
avoided. A more moderate proposal is to submit wage-price decisions
in key industries (note that I say wage-price decisions, because I do not
see how the one group can be called upon to submit to control without
the other) to a public board, including consumer representation. As
proposed by various people, the opinions of such a board would be
advisory rather than mandatory; yet, the publicity involved would
encourage both parties to seek vindication before the court of public
opinion. The public in turn would be supplied with an impartial view



ECONOMIC STABILITY AND GROWTH 607

and be spared its present fate of being bombarded by two sets of data,
apparently proving the precisely opposite point.

Whatever the precise solution, it is evident that the problem of cost-
push inflation is quite a different animal, and requires quite different
treatment from that called for in dealing with our old and more pliant
friends of demand inflation or deflation. Whereas the latter may be
approached by more or less general fiscal and monetary controls, the
former requires structural intervention into the functioning, or better,
nonfunctioning, of the market. Such intervention might be accom-
plished conceivably by fiscal devices, such as taxes on excess profits
and on wage gains in excess of productivity; but even where this is
done, the fiscal tool merely serves as a means of -wage or price control.
The problem of stabilization policy in this case is inherently one of
market structure.

III. STABILIZATION POLICY AND GROWTH

I now turn to my final topic, the relationship of stabilization policy
to economic growth. As noted at the outset, we are here concerned
with two aspects of this problem. To begin with, growth has an im-
portant bearing on the maintenance of full employment and price-
level stability, and different approaches thereto give rise to different
rates of growth. Beyond this, there remains the more difficult ques-
tion as to what particular rate of growth wve should aim to accomplish.

Effects of stabilization on growth
Suppose we are in a situation where the level of demand is inade-

quate to purchase the full employment output at the given capacity
of the economy. As shown before, measures must be taken to raise
demand to the appropriate level. This may be done by increasing
expenditures on current consumption, or by raising capital formation.
From a quite short run point of view, the result will be the same in
both cases; but it will differ in the longer run. In the former case,
the economy's capacity w ill be unaff ected; in the latter case, it will be
increased. If capacity is increased, future output at full employment
(including labor and capital) will be increased accordingly. The
economy will grow at a faster rate, and a higher level of expenditures
will be needed in the future to maintain full employment. Precisely
the same holds for the case of restrictive measures. Curtailment in
consumption or capital formation both serve to reduce current demand,
and to prevent a current rise in prices. At the same time, the latter
will result in a lower level of capacity, a slower rate of growth, and a
lower level of required expenditures for the future. A stabilization
policy aimed at encouraging growth must thus meet several tasks. It
must see to it that a large share of the economy's resources must
flow into capital formation, and it must do its best to stimulate tech-
nological progress. At the same time, it must assure that there is suffi-
cient demand to take the product off the market when the new capital
is put to work in producing final output.

All this involves public expenditure no less than revenue policies.
Expenditures on education may be more important than any other
factor in this connection, including that of tax policy. Public ex-
penditures on research and development, similarly, are of crucial im-
portance. Indeed, economic growth would be a dreary affair if it had
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to rely on increasing the capital stock only. The crucial factor in
economic growth, in the setting of our economy at least, is technologi-
cal progress. It is this progress which permits us to grow at a rapid
rate and with relatively little cost in "waiting"; and it is this progress
which offers the inducement for a high rate of private investment.
Sad though it may be, public outlays for research, made in conjunc-
tion with military objectives, have been the greatest contributor to
economic growxth in our agc, and chances arc that they will continue
to play this role. There is every reason, for peaceful purposes as well,
to pursue such expenditure policies.

Turning now to the revenue side, it is evident that a tax policy
aimed at maximum economic growth would avoid restraints on capital
formation and would not interfere with inducement to innovation.
Subsidies might be given to investment and restraints on expenditures
would be placed on consumption, especially current consumption.
This would require a tax structure which goes easy on progression and,
if carried to its logical conclusion, more or less exempts investment
income and/or income which is invested. By the same token, it sug-
gests a combination of easy money with tax restraint, the reason being
that the restrictive effect of monetary policy is primarily on capital
formation.6 Some devices such as accelerated depreciation may ac-
complish these tax objectives with less damage to equity than others,
such as the exemption of investment income. Nevertheless, it appears
that a tax structure designed to maximize growth tends to be one
which runs counter to widely accepted notions of equity and distri-
butional adjustment in tax policy. This appears to be a situation
where we cannot have the best of all worlds all at once: a policy de-
signed to maximize growth may require a degree of inequality in
income distribution which is unacceptable on other grounds. Tech-
niques might be considered which could soften this conflict, such as tax
incentives to investment which are limited to investors with small
incomes, but this could not be done readily on a large scale.

However this may be, a tax policy to encourage investment cannot
be successful unless the basic market conditions are such as to render
investment profitable. Such at least is the case if we disregard the
possibility of taxes on hoarding or investment subsidies. These mar-
ket conditions will not be favorable unless there is sufficient demand
to take the product off the market. In other words, tax restraints
upon consumption must be sufficiently light to permit this demand to
be forthcoming. Or, as may well be the case, a deficit may be required
to assure the necessary demand. A fiscal policy aimed at a rapid rate
of growth, to be successful, may require a higher degree of public
deficit than one which is satisfied with a lesser rate of growth. This
point should be emphasized, because we have become accustomed to
think of the deficit as a means of maintaining full employment in an
otherwise stagnant economy. Such is not necessarily the case. It
may also be a means of maintaining a rapid rate of stable growth.

The argument is clear-cut where effects on plant and equipment expenditures are con-cerned. The case of mortgage credit and other credit for the purchase of durable consumergood is less clear-cut. Such expenditures constitute capital formation in that they addto stock of available goods, but they do not add to productive capacity as does expendl-ture on plant. In terms of the Domar-type growth model, they are not included in theinvestment expenditure to which a sigma is attached.
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The optimal rate of growth
There remains the basic question of what constitutes the optimal

rate of growth in the economy. In the present setting, this may be
answered more or less easily by reference to Russia: Whatever we do,
the Russian rate of growth is likely to exceed ours, simply because
they are at a much earlier stage of the game; therefore, if we want to
maintain our relative advantage, we had better grow as fast as we can.
Moreover, the potential scope for aid to development in other parts of
the world is almost unlimited; and the faster we grow, the more we
can help others to grow as well.7 This approach has considerable
merit, but it leaves open the question of what the answer would be in a
somewhat happier world, where a greater freedom of choice was per-
mitted. And even in the present setting, we cannot determine the
desirable rate of growth without considering the changes in our social
and economic institutions which might be required in order to acceler-
ate growth beyond certain limitations.

Conceivably, we could operate an economy in which such enormous
subsidies were paid to investment incomes that capital formation
would absorb well nigh all the economy's resources. Such a system
is conceivable, but it would be absurd, since the ultimate objective of
economic activity is consumption. The basic question of growth
policy-apart from the more or less technical considerations of stabil-
ity-is simply this By hovw much should society postpone present
consumption so that more can be had in the future, and what is the
rate at which future consumption may be substituted for present con-
sumption? Investment in innovation raises this rate, and may pro-
vide for increased future consumption (including leisure) with little
cost in present consumption. Growth by increased capital formation
with existing techniques is a more costly process, especially if the post-
ponement of consumption extends from one generation to another.
The decision to undertake this cost should be made by the consumer;
or, if the market cannot give the answer, it should be decided upon
through the political process, along with the determination of other
social wants.

In making this decision, the social implications of various rates of
growth cannot be disregarded. It seems likely to me that a higher
rate of growth tends to require a higher degree of income inequality.
To be sure, as the rate of growth is increased, those who lose in relative
position may still gain in absolute terms; and such being the case, they
may have little reason to complain. Moreover, a higher rate of growth
tends to imply a higher degree of social mobility, and this may be more
important than the state of distribution at any one time. For instance,
many people will agree that one of the most important steps in the
soluion of our race problem is that of raising the absolute economic
standard of the Negro population. Still, these distributional impli-
cations of various rates of growth cannot be overlooked, and it is easy
to see that higher growth is more attractive to those who stand to gain
in relative as well as in absolute terms.

However this may be, the problem of economic growth goes much
beyond that of stabilization. Stabilization policy can do with a
number of different growth rates, so that the choice among these rates
must be made on other and not only economic grounds.

I By "help," I do not mean out-compete in world markets, but supply long-term loans
and technical aid, while lowering tariffs.
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The main difficulty with price policy is that, while some degree of
price stability is agreed to be desirable, this objective must be recon-
ciled with other objectives, particularly stable employment and con-
tinued economic growth.

If the fiscal and monetary authorities were merely charged with
the responsibility for keeping the price level stable, there is no question
but that they could succeed. Any degree of inflation can be stopped
by a sufficient application of credit restrictions or budget surpluses;
the difficulty is that such measures, if applied after inflation is already
underway, are likely to produce unemployment or slowc down eco-
nomic growth if they are carried far enough to prevent inflation.

This in fact is one of the sources of our present difficulties. While
some degree of recession at about the present time was in the cards in
any event, the efforts of the monetary authorities to correct the infla-
tionary tendencies that appeared in 1955 and 1956 have contributed
to the severity of the present depression. In fact it seems to me
doubtful, after this experience, whether a comparable degree of mone-
tary restriction will be tolerated in the future.

The root of the difficulty is that monetary restriction under modern
conditions does not bring about a reduction of money-wages and other
costs. The theory of monetary policy was evolved at a time when
both money-wages and prices were believed to be flexible in a down-
ward direction. Consequently it was believed that monetary restric-
tion would reduce prices and wages but not output and employment.
It is doubtful whether these conditions ever prevailed to the required
extent; it seems very evident today that price deflation, or even the
halting of price increases, cannot be accomplished by general restric-
tive measures, except at the cost of some unemployment.

Some prices, however, are flexible in the downward direction. In
fact, those interested in the prices of agricultural products or min-
erals may regard flexibility as too mild a, word for what can happen.
Price declines in these areas give rise to demands for price supports;
and if price stability is the only objective of policy, price support
measures provide a direct and effective mechanism for achieving that
end. But the argument against these measures is that if applied too
rigidly they interfere seriously with the allocative processes of the
market economy. They prevent the transfer of resources from areas
of declining demand to those where demand is increasing, and result
in the accumulation of embarrassing surpluses. While some measures
to prevent extreme fluctuation in materials' prices can improve the
allocation of resources, extreme use of them represents a serious inter-
ference with another major objective of economiDi. policy: the effective
working of the market economy.
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I conclude therefore that a satisfactory price policy must be con-
ceived in conjunction with other objectives and that the attainment of
those objectives may place restrictions on the price objectives that
are feasible. As a minimum for the United States, price policy must
be conceived in conjunction with the objectives of reasonably full
employment and continued economic growth. The attainment of
these two latter objectives would, or should, greatly reduce the need
for additional efforts to avoid price deflation. Oth erontries have
a more complex problem. In addition to full employment, they must
strutgge with the problem of keeping their balances-of-payments in
equilibrium. As experience since the war has shown, this combina-
tion of objectives may face some countries with a well-nigh impossible
task.

I now address myself to two specific questions: First, what price
behavior is consistent with full employment and continued economic
growth, and second, to what extent can those objectives be fully
realized in a context of acceptable price behavior?

In line with what was said above, a price policy that requires
reductions in money-wage rates can be rejected as infeasible. Gen-
eral money-wage reductions can only be accomplished, if at all under
the impact of severe unemployment. Consequently, price policy
must at least admit of a stable rate of money wages. But to permit
the labor market to work effectively, price policy must probably also
allow for continually rising money wages. Since reductions of wages
are difficult and painful to accomplish in any area, the transfer of
labor to growing industries and new occupations is normally accom-
plished by offers of increased money wages. In a growing and chang-
ing economy, a rising average of money wages is therefore to be
expected.

The price policy that is consistent with these wage requirements
depends on the rate at which the productivity of labor is increasing.
Productivity may increase rapidly enough to allow some decline in
prices, but as a practical matter this seems hardly likely. My own.
conclusion is that any degree of generally falling prices can be ruled
out on grounds of practicality, and the lower limit of feasible price
behavior is a stable price level. This conclusion, incidentally, is not
impugned by the fact that periods of prosperity have occasionally
been associated with falling prices. In such past periods the wage
situation was entirely different from what it is today.

Having ruled out a falling price level, the question now arises
whether a rising price level is helpful or inimical to full employ-
ment and continued economic growth. In this connection we need
not consider the question of extreme inflation of the type that followed
World War I and World War II in Europe. Without the disloca-
tion and destruction of productive capacity that can result from a
war, I have much doubt whether hyperinflation is possible in the
United States. We are concerned with inflations of an order of
magnitude no greater than we have experienced since World War II.

It is difficult to see how the price increases of the postwar period
have in any way interfered with the effective economic operation of
the United States. While a theorist may be able to argue that infla-
tion has produced less than perfect allocation of resources, the prac-
tical evidence does not indicate where such distortions, if any, have
occurred. Rather the expectation of rising prices, while it was
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allowed to continue, seems to have contributed to the general spirit of
optimism that characterized most of the postwar period.

I do not mean to imply that I regard the ostwar price increases
as desirable. On the contrary, they have produced tensions and diffi-
culties. But these tensions and difficulties are social rather than
economic, and objections to such increases in the future should be
raised on noneconomic grounds. By "social" I do not mean unim-
portant. In fact the inflation that occurred up through 1956 has
caused hardship and tension, and this degree of inflation should be
avoided in the future.

Some economists have argued that a rising price level is a necessary
condition for continued economic growth. I do not believe this to be
true, even though rising prices produce favorable expectations and
afford enterprise progressive relief from debt. I believe that full
employment and continued growth can be achieved in the context of
price stability.

I now turn to the second question posed above: Are continued
growth and, in particular, full employment, consistent with price
stability or an acceptable small rate of price increase?

If we mean by full employment that the Government guarantees
that in all circumstances unemployment will be held to very low
levels, and by growth that every year the national product will be
greater than that of the preceding year, these objectives may not be
consistent with price stability. The stage would then be set for a
continuing wage-price spiral of the kind we have been expecting in
recent years. There would be little incentive for trade unions to be
moderate in their wage demands and equally little incentive for em-
ployers to resist those demands. Unions need have no fear that their
actions will produce serious unemployment for their membership, and
employers would rest assured that even if they granted the wage
increase, total demand would increase sufficiently for them to pass on
increases in the form of higher prices. Under these conditions em-
ployers would simply be sacrificing the prospect of higher profits if
they undertook the cost of a strike.

Full employment and continued growth in the literal sense of those
words are therefore likely to produce a rate of increase of the price
level that is unacceptable. In those circumstances the authorities
may temporarily abandon their employment and growth objectives-
as they virtually did in the fall of 1957. Or they may attempt to
suppress the price increase by direct controls. Neither of these courses
of action is desirable.

For an acceptable price policy to be possible, some degree of un-
certainty concerning the course of employment and economic growth
appears to be necessary. There is likely to be a vast amount of dif-
ference between an economy that is on an upward trend but subject
to short-run uncertainty, and one that knows it is on a smooth up-
ward curve. In the latter event, while creeping inflation may not
become a gallop, it may become an uncomfortable jog trot. To put
this conclusion in practical terms, I believe the uncertainty repre-
sented by recessions on the scale of those that occured in 1949 and
1953 are virtually unavoidable if a satisfactory compromise among
policy objectives is to be achieved.

On the other hand, a recession on the scale of the present one should
and can be avoided by the use of suitable policy measures.
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A large part of the problem of price stability requires action in
particular sectors of the economy. In 1929, for instance, there was
very little sign of general inflation, but stock prices were wildly in-
flated. In 1937 there were speculative increases in the price of ma-
terials in the midst of general unemployment. Both these specific
movements were countered by general measures of restriction: In
1929 it was general monetary restriction, and in 1937 the Federal
budget was brought into balance for a brief period. In both in-
stances, the reaction to the general measures of restriction was vio-
lent. Although I cannot prove it, I believe the depression of 1929
and also that of 1938 would have been less violent had selective ra-
ther than general control measures been used.

A large part of our present trouble results from the boom year in
automobiles in 1955. The combination of new models, easy consumer
credit, and new era psychology seemed to generate characteristic
boom conditions which led not only the automobile industry but the
rest of the country to believe that prosperity was assured forever.
Had selective controls over consumer credit been available at that
time, and had the Government possessed the resolution to use them,
the present recession might well have been more on the order of the
1953 one than it is.

The essence of the problem of price stability is to exercise control
in the particular areas concerned while not impeding continued
growth and high employment elsewhere. Recessions should be al-
lowed to occur in particular industries or sectors, but their devas-
tating secondary consequences should be avoided.

These results could conceivably be achieved if the Government could
freely use its general controls over credit conditions, expenditure and
taxation in the proper combination. It could, for instance, attempt
to cure speculation by general credit controls but at the same time to
keep demand flourishing by expenditure increases or tax reductions.
But we are very far from being able to achieve such a closely coordi-
nated use of monetary and fiscal measures as this course of action im-
plies. Again referring to current experience, a fairly serious de-
pression is required to stir the Government into energetic fiscal action.
Consequently, I believe that selective credit controls are needed if
price policy is to be reconciled with an upward trend in economic
growth, interrupted only by mild recessions. The price difficulty can
be attacked at its source and at the same time the credit policies ap-
propriate for economic growth and full employment can be pursued
elsewhere.

The three areas where selective controls are both needed and possi-
ble are stock exchange credit, housing credit, and consumer credit.
Controls over margin requirements in the stock exchange are already
actively employed. The mechanism for housing credit control al-
ready exists, and selective controls in this area have been employed in
recent years, although this has occurred through inadvertence rather
than by design. The remaining area has been the subject of great
controversy. The types of control attempted in wartime have led to
defeatist attitudes about the feasibility of consumer credit control
as a permanent instrument of policy. The availability of the instru-
ment is so important, however, that its feasibility should be recon-
sideredv Either through the control of financial institutions, or
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through new techniques of controlling consumer credit directly, satis-
factory methods of control can, I believe, be evolved.

I have indicated that we have by no means made full use of mone-
tary and fiscal controls in attempting to reconcile price stability with
full employment and economic growth. More timely, more skillful
and more selective use of those controls can achieve better results than
we have achieved hitherto, and may produce a satisfactory compro-
mise.

There is, however, the possibility that monetary and fiscal measures
will not be sufficient. The issue will then have to be faced whether
a socially disturbing rate of price increase should be tolerated or
whether direct measures are to be taken that will increase competition
in the labor and product markets with the object of modifying wage
demands and stiffening employer resistance to them. If the difficulties
of this course of action are borne in mind, those of establishing ade-
quate monetary and fiscal controls may not seem so formidable.
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A THIRD APPROACH TO THE ANALYSIS AND
CONTROL OF INFLATION

Gardner Ackley,' University of Michigan

PRICE LEVEL AND PRICE STRUCTURE

As many contributors to this compendium have no doubt stressed,
the "problem" of prices has a dual aspect: Structure and level. By
their internal structure-the relationship of each price to all others-
prices (including wage rates) influence the allocation of productive
activity, and the distribution of income, among products or industries,
among various geographical regions, and among the various types
of suppliers of productive services. In the analysis of these prob-
lems, the concern is always with relative prices-wage rates and other
cost prices relative to selling prices; price of product A compared tow
prices of products B, C, andD; wage rates in city W versus those in
cities X, Y, and Z; the prices that determine consumer incomes com-
pared with the prices that consumers must pay; the prices of capital
goods relative to those of end products; and so on.

This problem of price structure can at least conceptually be sepa-
rated from that of price level. For the level can change without the
structure changing, and the structure can alter leaving the average
level in some sense unchanged. 2

I intend to focus my discussion primarily on the aspect of price
level and-since that is our real problem-on the avoidance of in-
flation. The basic approach that I shall develop is full of implica-
tions about the functioning of relative prices in their roles as allo-
cators of resources; but I shall not attempt to develop these implica-
tions here.

Economists have come to distinguish two general kinds of inflation.
They are really only pure or ideal types. But we often imply that
these polar types actually occur in nearly pure form in the real world;
indeed, one gets the impression that all actual inflations are either
of the one kind or the other. These two kinds are usually called
demand inflation on the one hand, and cost inflation on the other.3

1The author is deeply Indebted to a number of friends, whose comments on an earlier
draft of this paper led to many improvements both of content and exposition. Included
were his Michigan colleagues, Profs. Richard Musgrave, Shorey Peterson, George Katona.
G. W. Woodworth, and Harvey Brazer; and his former colleagues In the Office of Price
Stabilization, Messrs. Saul Nelson and Franz B. Wolf. Professor Musgrave and Dr. Wolf
wvere especially helpful. My appreciation to all of these men implies nothing as to their
acceptance or rejection of the Ideas here set forth.

2 Actually the separation of level and structure is not this easy. For example: (1) given
existing economic institutions, some prices are necessarily fixed by contract; thus all prices
cannot change together, so that inflation necessarily alters relative prices, redistributing
both income and wealth, with further repercussions on the pressure of inflation; (2) under
many circumstances, a force which operates initially to change relative prices may set off
a general inflation (e. g., an excess demand for a particular kind of labor may generate
wage increases which then spread to other kinds of labor and produce generalized upward
price movement). However, for purposes of the present paper, which necessarily paints
with a broad brush, such considerations are ignored.

a Prof. A. P. Lerner uses the terms "buyers' Inflation" and "sellers' inflation" to distin-
guish them. 619
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I intend to review briefly the more-or-less accepted analyses of
these two types of inflation. But I shall then indicate why I find
the distinction both unrealistic and, to some extent, even logically
invalid. I shall suggest a third analysis which, although it incor-
porates elements from the first two, provides what I think is a superior
framework for the analysis of the problem of inflation and its solution.

DEMAND INFLATION

Demand inflation occurs when-for whatever reason-the demand
for goods and services in general exceeds the available supply. This
case involves the assumption that individual prices, including wage
rates, tend to rise in direct and immediate response (and only in re-
sponse) to an excess of market demand over supply. An excess de-
mand for a few individual commodities or types of labor or in a few
localities does not produce inflation. For there may be excess supply
some place else and prices may be falling. So long as the excess de-
mand is specific and localized, individual prices or wages may rise.
Presumably, however, they will not often rise very fast or very far,
and never without limit, because their rise will tend to cause buyers
of the product or users of the service to shift to another directly or
indirectly competitive product or service, the price of which has not
risen, or may even be falling. And the increased rewards obtainable
in the production or sale of the commodity in short supply will cause
resources to be diverted into its production from production of other
products. Both the diversion of patronage away from the product
and the diversion of resources into it tend to eliminate the excess
demand and limit the rise in price.

Only when there is a generalized excess demand does inflation
threaten; for then there are not stable-priced substitutes to attract
away the excess demands for individual products as their prices rise;
and there are no idle resources to be attracted awav from other uses,
eliminating the deficiencies of supply.

Demand inflation arises when the demand for goods-in-general-
that is, the demands for most particular goods and services-exceeds
the supply of goods-in-general-that is, the supplies of most particular
goods and services, "when all productive resources are fully employed."

This view of the nature of inflation is not confined to any one school
of economists-for example, the "Keynesians." The older-fashioned
quantity theory approach, which emphasizes the role of the quantity
of money, equally visualizes inflation as proceeding from excess de-
mand. The quantity theory view merely stresses a close connection
between the quantity of money and the demand for goods in general.
I prefer not to emphasize this connection-I believe that the relation-
ship of money to total demand for goods is more tenuous, or, at best,
slower in manifesting itself, than do some of my colleagues; I stress
other connections as being more important, or at least more strategic.
But these differences do not really matter for my argument here.

What I am concerned with here is not the reason for the excess
demand, but rather that this kind of inflation proceeds from the free-
market response of individual prices and wages to supply and demand
considerations. In particular, it is assumed that most or all individual
prices and wages are freely flexible, and respond by rising when
and only when demand exceeds supply.



ECONOMIC STABILITY AND GROWTH 621

One may accept this view without its counterpart. The counter-
part is, of course, that wages and prices respond directly and imme-
diately by falling whenever supply exceeds demand. This would
mean that generalized excess supply could never exist except in the
presence of general and rapid deflation. Since this is so contrary
to experience, we may often describe the behavior at least of wage
rates as inflexible downward-i. e., stable when supply exceeds de-
mand-but quick to rise in the reverse situation. A decline in the
demand for goods-in-general need not always create an excess supply
of goods; production may be cut back as fast as demand declines,
creating only an excess supply of labor. Unemployment of labor,
however, probably does not produce very rapid or appreciable decline
of wage rates.

CONTROL OF DEMIAND INFLATION

If we have demand inflation, the remedy is to reduce demand so
that it no longer exceeds supply. This can be done by monetary policy,
if and to the extent that the supply of money directly influences the
demand for goods; or it can be done by fiscal policy; reduced Gov-
ernment purchasing reduces demand directly, and tax increases reduce
it indirectly by reducing consumer or business after-tax incomes. It
is not so easy as it sometimes sounds, because time is required to make
any of these measures effective. This requires that we either guess
as to the strength of future demand, or else make things as automatic
and prompt as possible by arranging for the appropriate monetary
or fiscal action to be tied automatically to some price index. But
despite the difficulties, demand inflation can, at least conceptually, be
simply handled-just reduce demand until the excess disappears.

This approach reserves for a minor qualification the circumstance
that there are numerous "frictions" and "immobilities." These mean
that the general price level may begin to rise sharply from excess
demand while there still exists some margin of unemployment. An
excess demand for many or most goods (and thus for the resources
that produce them) can exist side by side with pockets of idle workers,
or plants with excess capacity. This will be the case to the extent
that moderately rising wages where there are labor scarcities fail
immediately to pull unemployed workers away from the localities and
occupations where there are surpluses of labor; and also to the extent
that only a large rise in the prices of the scarce goods can divert
enough demand toward the areas of excess supply to utilize fully their
idle productive capacity. Thus, even in wartime unemployment
never fell below about 600,000, despite intense inflationary pressure.
We cannot aim at absolutely full employment, or even 98 percent
employment, unless we are willing to accept considerable inflation.
By increasing the mobility of labor (and other resources), perhaps
we can raise the demand inflation point from, say, 96 percent of full
employment to 98 percent; but 100 percent is impossible.

But we shall not dwell on the frictional problem here. We only
recognize that it slightly complicates the demand inflation picture.
Aside from this, the demand inflation analysis sees the price level
rising whenever total demand exceeds the full-employment capacity
of the economy, stable when demand is just sufficient for full employ-
ment, and either stable or falling if total demand is short of full
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employment output. It sees control of inflation as involving the limi-
tation of demand through monetary and fiscal policy.

COST INFLATION

Cost inflation has almost invariably been described as stemming
from labor-union pressure on wage rates. It is wage-cost inflation.
This anlvysis rpcognizes thIat wage.r rateQ in then modelprn eonormyN are
not strictly market-determined prices. They do not adjust quickly and
freely and automatically to whatever level may be necessary to "clear"
the labor market. They are administered prices, and, as such, do not
rise only when the demand for labor exceeds the supply. This recog-
nition carries one step further the concession made to realism when
we assume that, although wages and prices rise in response to excess
demand, they do not fall whenever there exists any unemployment. I
shall argue at a later point that this wage-cost inflation analysis is
still lopsided, and thus misleading, by recognizing that wage rates
are administered prices but failing to recognize that most prices for
goods and services are also administered. (I use the term 'adminis-
tered prices" in a completely neutral sense: they are not necessarily
bad or good, high or low, collusive or competitive; they are merely
prices that are set by a seller, or buyer, and maintained unchanged
for a considerable period, rather than being determined like prices of
wheat or cotton or General Motors shares by continuous bid and
offer.) But first we will review the usual analysis of wage-cost in-
flation.

We now recognize that rising wage rates are not exclusively the
product of an excess demand for labor. We see that collective bar-
gaining produces wage rates that rise even when there is no excess
demand for labor-perhaps even an excess supply. Wage rates tied
to the cost of living fall in this category, as do wages which auto-
matically rise in reflection of sonie presumed (or even measured) rise
in productivity. Wage rates which rise because employers can afford
to pay them are in this group, or which rise because employers want
their workers to be happy. Wage rates which rise to preserve parity
with wages elsewhere or for other kinds of labor are also in this
class, as well as wage rates that rise simply because organized work-
ers are able by successful strike or threat of strike, to compel em-
ployers to pay the higher rates. The crucial difference from the
previous case is that here rising wages are not, for each and every type
of labor and in each and every labor market or even in the typical
cases, confined to the situation in which there is an actual, experienced
market scarcity of labor, which forces employers to compete for work-
ers by bidding wages upward.

Suppose that employers generally should agree to or be forced to
raise wage rates even when there was no scarcity of labor. If the
rise exceeds the slow improvement or productivity, this raises em-
ployers' costs of production and, on normal assumptions, would
reduce their willingness to supply goods at the previously prevailing
price level. A reduction of supply would not be accompanied by an
equivalent reduction of demand, and prices for products would thus
rise. Unless and until prices rose in the same proportion as wage
rates there would exist a tendency for the supply of goods to fall short
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of demand, thus causing the price rise to continue until the previous
ratio of wages to prices was restored.4

In fact, we know that what is more likely to happen is that such
wage increases will lead employers directly to post higher price tags,
rather than first to reduce their supply and let the market bid prices up.
But even if prices of goods rise only in response to an actual excess
of demand over supply, one can reach the conclusion (based on the
assumptions summarized in the footnote to the preceding paragraph)
that prices would be bid up in the proportion that wage rates rose.

This is spontaneous inflation. It requires no excess demand; it

can even occur when there is some or perhaps considerable unemploy-
ment. It arises because wages increase even with no excess demand
for labor.

Now there are two objections often made to this argument. One is
that wages cannot and will not rise unless there is a genuine excess
demand for labor-that the labor market really behaves like the
purely competitive market of economic theory-that the demand in-
fation case is the only case. This view argues that labor gets wage
increases only when there exists a true scarcity of labor. I do not
believe that most employers would accept this observation and neither
would most unions; nor can I agree that it is a correct description of
wage determination. To be sure labor does get wage increases when

there is a labor scarcity-larger increases than when there is no scar-
city; but wage increases also occur for classes of labor for which there
is no excess demand, and perhaps even when there are no classes of
labor in excess demand.

The second objection is that any rise in the general level of wages
and prices, unless it is accompanied by at least a proportional ex-
pansion of the money supply,5 will reduce the total demand for goods.
This reduction in demand will create unemployment, and the de-
velopment of unemployment will quickly put an end to inflationary
wage hikes. There is merit in this objection, but, in my judgment,

not much. In the first place, I do not think that the reduction in de-
mand accompanying a moderate inflation of the price level will be
very great, even if the money supply does not expand. 6 Second, even

if there is a reduction of demand which creates unemployment, the
level of unemployment sufficient to eliminate inflationary wage in-
creases is probably fairly high. Thus, even if inflation should even-

4In the above paragraph I have summarized. without explanation, a fairly complex
theoretical argument. Briefly set forth, the usual treatment assumes that (a) employers
determine prices and outputs In a way which continually maximizes short-period profits:
and (b) the "marginal revenue product" of labor declines for each firm as employment and

output increase. These assumptions mean that if wage rates are raised, employers will
not offer the previous volume of employment (producing the previous volume of output)
unless or until prices rise in equal proportion, restoring the previous "real wage." The

conclusion that demand for total output will fall by less than output, and thus assure the
necessary rise in prices, assumes (a) that the "marginal propensity to consume" is (in

"real" terms) less than unit, and (b) that any change in current wages and prices revises
investors' expectations of future wages and prices in the same degree (i. e., the "elasticity
of expectations" is unity). It, however, ignores (see fourth paragraph following) the
possible effect on aggregate demand-presumlflablv via interest rates-of a failure of the

quantity of money to expand proportionately. As indicated, I think this is a matter of
secondary Importance.

s Or ani Increase in Government deficits.
6 Some argue that the monetary authorities will necessarily have to "ratify" the Inflation

by increasing the money supply: or even that the "necessary" increase In money will come
more or less automatically, Since I do not consider the change In money supply of much
short-run importance (there was no change, for example, from 1955 to 1957). I prefer
not to stress this aspect. Of course, there are limits to the Increase In "velocity" that
occurs If prices rise and output does not fall while money supply is constant. But they
are likely to be reached or to have their effects at a point In time sufficiently remote from
the wage Increase as to be for all practical purposes an independent event.
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tually curb itself, it would have to proceed rather far before the curb
would work. We probably would find both the extent of the inflation
and the degree of the necessary unemployment socially intolerable.

CONTROL OF WAGE COST INFLATION

It is commonly agreed that this kind of inflation is much more
difficult to control by traditional monetary or fiscal means than de-
mand inflation. For to avoid it, aggregate demand must be kept or
pushed low enough, and sufficient unemployment created, that unions
will not seek or else employers will refuse to grant-strike or no
strike-wage increases in excess of productivity increases. This may
mean a very considerable body of unemployment. Even if it does
not, it may require a sacrifice of the rate of economic growth that we
want. For, in this view, fiscal and monetary measures can control
inflation only by putting pressure on the employer, in order that
he may in turn put pressure on the union. Employers' profits are
thus caught between the upper millstone of a restrictive monetary or
fiscal policy, operating to reduce aggregate demand, and the lower
millstone of upward wage pressure. Profits must be squeezed until
employers are able and willing to squeeze the inflation out of wage
demands. This may be disastrous for investment and thus for growth.

Recognition of these difficulties is why some businessmen appear
to have decided that they would prefer a little inflation. Others have
concluded that control of upward wage pressure must come not from
fiscal or monetary policy, but from a direct attack on the strength
of unions, through new labor legislation. Personally, I do not be-
lieve that proposed changes in labor laws (short of abolition of col-
lective bargaining) would have much effect on upward wage pres-
sures: right-to-work laws may only make unions more aggressive in
seeking wage increases; prohibition of industry-wide bargaining may
weaken employers as much or more than unions; and so on. However,
I shall not pursue this point.

THE TWO TYPES OF INFLATION CANNOT BE DISTINGUISHED IN PRACTICE

Economists have talked so much about these two kinds of inflation
in recent years that it seems to me strange that they have not been able
to say more about what has been happening. In particular, I would
like to know to what extent the inflation in the United States since the
war has been demand inflation and to what extent, if any, it has been
wage-cost inflation. I find very little discussion and no agreement
on this question. Take it year by year. We can probably agree
to throw the price increases between 1945 and 1947 and between 1950
and 1951 into the demand inflation category, although I assert that
it is very hard to prove this to be the case. These 3 years account
for about five-eighths of the total inflation of 56 percent in the cost
of living over the period 1945-57. What about the other years of
smaller price increase: 1948, 1952, 1953, 1956, and 1957? Why is theredebate about these years? Why is it hard to prove that even in
1946, 1947, and 1951 the rise in prices was demand-induced?

Let us see how we should expect wages and prices to behave in a
year of demand inflation and how this behavior would differ in a year
of cost inflation. In the demand inflation case, presumably it is an

624
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excess demand in the product markets that pulls or bids prices upward.
The increased profitability of production in turn creates an excess
demand in the labor market which bids or pulls wage rates upward.
The fact that wages are set by collective bargaining rather than in
a hypothetical free competitive market does not, of course, mean that
wages cannot rise through an excess demand for labor.7 In any case,
in demand inflation, excess product demand pulls up goods prices,
creating excess labor demand which pulls up wages.

In the wage-cost inflation case it is turned around. Wage rates rise
without excess demand, which creates an actual or potential shortage
of supply of goods (at the old price level). This shortage bids up
prices (or would bid them up if sellers didn't automatically advance
them ).

The reason why it is difficult to distinguish the two cases in practice
is that neither prices nor wages are set in a way that permits us to
make the theoretical distinctions we require. Given the way wages
are actually determined we find it difficult to answer the question:
Would this much of a rise in wages have occurred even if wages had
been set by an auction method? Nor, given the way most prices are
actually set, can we answer the question: Would prices have risen as
they did-i. e., would they have been bid up by excess demand-even
if wages had not risen?

The fact is that most prices are not set by impersonal supply and
demand forces any more than wage rates are. For some farm prod-
ucts and raw materials, prices do respond directly and almost daily
to demand and supply considerations. Prices rise when demand ex-
ceeds supply, and only when it does, and fall in the reverse case.
But for most manufactured goods and for almost all goods and serv-
ices at the retail level, prices rise and fall not in direct reflection of
impersonal supply and demand forces, but instead in response to some
person's decision, applying some rule or formula or using his in-
formed judgment as to the best way to behave in the current situation.

The general price level rose in 1956 and 1957. This general rise
consisted of increases in millions of individual prices, which more than
offset reductions in a few prices and stability in many others. Was
the rise in most of these prices in response to an excess of demand over
supply? How do we know? How could we ever find out? The
very concept-clear enough in the economics textbooks-is almost
impossible to apply in most markets.

Among others, prices of steel and of automobiles rose. Were these
particular increases the result of excess demand? That is, had the
price of steel not been revised upward by a deliberate policy decision,
would the market have bid prices up? And would it have been by
the particular number of dollars a ton that actually occurred? To
ask the question in this form is to show that it is not fully answerable.
We can perhaps look for some indicators of the presence of excess
demand in each of the postwar years-as revealed, for example, in
order backlogs. However, we would need to know not only whether
there were order backlogs (there are probably always some), but how
general they were, how extensive, and for how long they were ex-
pected to last. With this information, and knowledge of the extent

7 It may be, however, as some have suggested, that In highly demand-inflationary situa-
tions the institution of collective bargaining actually slows up the increase in wage rates.
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to which productive capacity was currently employed, we might be
able to determine that some of the price increases that have occurred
in steel since the war were probably in response to excess demand;
others clearly occurred with no excess of demand over supply; re-
garding still other instances, it would be impossible to reach a judg-
ment. In hardly any case could we guess whether the particular
price increase that did occur was of a magnitude approximating what
would have occurred in a market in which price adjusted automati-
cally to supply and demand.

In some ways the steel case is a relatively easy one, for the concept
of "capacity" may have fairly definite meaning in steel. But con-
sider automobiles. Not only does the output of each make of auto-
mobile often move independently of other makes, but what does "ca-
pacity" mean for any single make? With how many assembly lines
operating, at what speed, for how many shifts, and for how many
months (prospectively) of the year? 8 The concepts required by the
contrast of demand and wage cost inflation are no easier to apply to
most other manufactured products-appliances, clothing, processed
foods, chemicals, rubber products, and so forth.

We simply find it extremely difficult to say that, in 1957, prices
would have gone up even if wages hadn't, and this pulled wages up;
or, on the contrary, prices would not have gone up if wages hadn't-
the wage inflation forced prices up. It is not only that we cannot say
that one or the other was true of most markets; it is even very hard
to say which was the case in any single market.

But it is worse than this. It is not merely that we cannot tell
what is the case in a particular time and place. The distinction
itself tends to break down when we bring the real-world processes
of price and wage setting into our consideration. Wlhat does it mean
any longer to say that in 1951 we had demand inflation because
wages rose no more than they would have been bid up in an auction-
type labor market (given the rises in goods prices that were occur-
ring), when the rises in goods prices that were occurring were predi-
cated in most instances, through markup formulas or the exercise of
"good business judgment," on the simultaneous and expected rise
in wage rates? Or what does it mean to say that in 1957 we had cost
inflation because prices rose no more than they would have been ex-
pected to rise in response to demand-supply forces, given the rise in
wage costs that occurred in 1957, when this very rise in wage costs
was at least in part tied (through cost-of-living clauses or the cost-of-
living principle in wage negotiation) to the rise in prices that was
occurring or was expected to occur in 1957?

In short, the dichotomy between demand and cost inflation appears
to break down in application. The principal reason why it breaks
down is that neither in the labor market nor in most commodity mar-
kets are wages or prices set in automatic response to supply-demand
forces, rising when and only when there is an immediate current
excess of demand over supply. Perhaps this breakdown should not

It Is well known that the concept of a "supply curve" has no meaning under oligopoly
conditions. However, even If we measure "supply" by a curve of average or marginal
costs, we could give clear meaning to an assessment of the presence of excess demand only
if the cost curve were rectangular, or nearly so: flat up to some limit of output where It
rises vertically, or at least with a sharp discontinuity. I do not know how to con-
ceptualize the supply curve for automobiles. But even the marginal cost curve (of each
make) Is surely not rectangular, and we cannot merely compare demand with "capacity."



ECONOMIC STABILITY AND GROWTH

surprise us. It would not surprise the housewife. On the contrary,
she would be astonished to be told that two distinctly different kinds
of inflation had been alternately operating on her budget during the
postwar period. The only difference she observes is that in some
years prices have risen faster than in others. Would it not be more
reasonable for us to look for an analysis of inflation which does not
require the assumption that two different kinds of things have been
happening to prices in the postwar period?

In such an analysis aggregate demand must play an important
role. I certainly do not wish to argue that aggregate demand has no
relevance to inflation; this would be absurd. I merely say that the
concept is not useful-not operational-in the form in which it is
usually presented. We can perhaps meaningfully compare two states
of aggregate demand. Within limits, we can decide that demand
was probably greater in one year than another. But can we mean-
ingfully-that is, operationally-compare demand with supply? As
will be seen below, my treatment, in effect, makes demand inflation a
matter of degree, not of kind.

The usual wage-cost inflation analysis has the advantage that it
recognizes, realistically, that wages are administered prices; but, un-
realistically, it assumes at least tacitly either that prices of goods
and services are market-determined rather than administered, or that
this makes no difference. I believe it necessary to recognize ex-
plicitly that prices as well as wages are "administered." My second
criticism of the usual wage-cost inflation analysis is that it ignores
the fact that not only do prices follow wages but that wages also
follow prices. Today's wage increase may seem to require tomor-
row's price increase. But, to labor, today's wage increase was an
important measure required by yesterday's increase in the cost of
living. We are talking about the behavior of wages and prices dur-
ing periods of inflation. This means a rising cost of living. We
certainly cannot forget rising prices in discussing rising wage rates.

Is there any alternative theoretical analysis which provides a better
insight into the nature of the inflationary process and the policies
necessary to control it? There is a third such analysis, usually-and
I think mistakenly-condemned by economists as unsound.

MAREKUP INFLATION

I shall present a very simplified version of what I call the "markup"
analysis of inflation, indicate the criticisms made of this approach and
why I think that they are mistaken, then elaborate the analysis
slightly. Finally, I shall consider its implications for economic policy.

Suppose that all business firms have the practice of pricing the
goods and services which they sell on the basis of some standard
markup over their costs of materials and labor. For the moment, as-
sume constant efficiency or productivity. Suppose, further, that labor
seeks and is able to get wage increases to match any increase in the
level of consumer prices. In effect labor, too, then prices its services
on the basis of a fixed markup over its cost of living.

Now it is easy to see that this model can generate either a stable, a
rising, or a falling price level, depending on the markups which busi-
ness and labor respectively employ. The markup pattern by business
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may be such that a wage level of $2 an hour yields a price index of 100,
which was just the index level which led workers to demand a wage
level of $2. But this need not be the case. Suppose that a wage level
of $2 leads to a price index of 104, and that a price index of 104 leads
workers to seek and to get a wage of $2.08, which in turn requires a
price index of 108.2, a wage level of $2.164, and so on. Clearly an
endless upward spiral of wages and prices would ensue so long as these
bases for setting wages and-prices prevailed. If the markup on one
or both sides is a percentage markup, the inflation will proceed faster
than if one or both of the markups is fixed in dollars and cents. Fur-
ther, depending on the magnitudes of the two markups, the spiral may
eventually taper off into stability (in the absence of a new push) or
may have no termination. These are matters of detail, dear to the
heart of a mathematical model builder, but of no great relevance here.
The important fact is that, if each participant prices on the basis of a
markup over the prices he pays, we can have a spiraling process of
very considerable magnitude and duration.

This spiral works within the business sector as well as between busi-
ness as a whole and labor. Most sales by the "average" business firm
are made to another business firm. If one firm raises its prices in order
to preserve its desired markup, this raises the costs of other firms,
which in turn raise their prices, increasing the costs of still other firms
(including perhaps the initial firm), in an endless chain. Some of the
sales of some of these firms are also made to consumers. This raises
the cost of living and, by causing wage costs also to rise, intensifies the
spiral. Nevertheless, it should be noted that the dollar value of sales
between business firms is much greater than the dollar value of sales
of labor to firms. Even if wage rates were stable, we could have a
considerable round of markup inflation entirely within the business
sector, if the markups applied by firms were such as to produce it.

Now it is also clear that even if the markups applied by business
and by labor were such as to produce an inflationary spiral, a gradual
improvement of efficiency and productivity might eventually bring the
spiral to a halt. For a rise in efficiency means that a rise in wage rates
or prices of purchased materials produces a smaller rise in labor and
materials costs. Thus markup patterns which were initially incon-
sistent with stable prices can become consistent with stability through
the growth of productivity.

But this happy result would, of course, be lost, if the several parties
to the game each tried to appropriate the gains of rising productivity,
through expansion of their markups. Indeed, if the desired shares
of the productivity gain add up to 100 percent-or, as they easily
might, to more than 100 percent-of the gains of productivity in-
crease, the spiral might still go on indefinitely. And this effort to ex-
pand the markups to appropriate some of the gains of rising produc-
tivity is just what we observe. Labor seeks not merely to maintain
a constant "real wage," but to achieve a rising standard of living;
business, too, would like to enjoy some of the benefits of the increasing
productivity which, one must agree, arise primarily from business in-
vestment and managerial skill and ingenuity. (One time-honored
way in which this occurs is through the application of customary
markups to "standard" costs, using current wages rates and materials
prices. Unless the "standards" are revised to reflect the rising pro-
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ductivity, this appropriates the entire productivity gain to manage-
ment.)

Now our model is dreadfully oversimplified. But we can expand
it without changing greatly the conclusions. For example, we can
add an agricultural sector. However, if we have agricultural prices
supported at some percentage of parity, this only adds to the infla-
tionary race, particularly because our parity index assumes that f arm-
ers should receive 100 percent of the gains that occur in agricultural
productivity. There should also be added a free-market sector, in
which prices respond freely to supply-and-demand forces, a sector
largely identified with raw materials. Imports and exports get into
the picture, too. These greatly complicate the analysis and succeed
primarily in obscuring rather than altering the primary engine of
inflation. This engine is the struggle between labor and business to
preserve levels of return and to achieve gains in return that cannot
be accommodated out of the total national income. It is as if the two
parties were demanding shares of the national income that added up
to more than 100 percent of the total national income. The attempt
of each to get his desired "fair share" produces only an indefinite
inflationary spiral.

There is no evidence that either labor or business wants inflation
as such; indeed each deplores it. The goal of business in setting
prices is not to get higher prices; it is to obtain what it considers a
"fair" markup over costs; if costs went down, so would prices. When
businessmen raise prices, they often do it apologetically, explaining
that they are no more than reflecting the rise that has occurred in
their costs-or even showing that their price increase falls short of
the increase in their costs (as did both President Curtice, of General
Motors, and Vice President Yntema, of Ford, in recent testimony).
The implication is clear that the passing along to buyers of cost in-
creases (or decreases), i. e., the preservation ofa markup, is taken as
the normal and obvious standard by which the propriety of a price
change should be judged.

Nor does labor seek inflation. What it wants is a standard of living
protected against erosion from higher prices, and increasing gradually
to reflect labor's "fair share" of the gains of rising productivity.

One thing that appeals to me about the markup hypothesis is that
it places the emphasis where unions and businessmen place it, not on
the level of prices, per se, nor on supply and demand, but on the
preservation of "fair" relationships between buying prices (includ-
ing the cost-of-living), and selling prices (including wage rates).

OBJECTIONS TO THE M1ARKUP ANALYSIS

The hypothesis that most prices are set by markup over cost is
often rejected as meaningless by economists. This may be the super-
ficial form that pricing takes, they agree; nevertheless, the markups
used are not just any numbers that come into the sellers' minds. The
markups employed merely reflect the operation of more fundamental
supply and demand forces, and change as these forces change. If
sellers in a given field try to use markups that are too high, they will
find themselves unable to sell what they expected to be able to sell
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at the prices they are charging; inventories will pile up; prices (and
thus markups) will be adjusted downward.

If the analysis is of prices in their aspect of structure-in connec-
tion with problems of resource allocation and income distribution-
this objection has real merit, and the markup hypothesis may not be
useful, even as a starting point. But the objection is not equally
relevant to an analysis of the inflationary process. If sellers typically
set prices by applying customary markups to their costs, then -- an in
flationary setting of generally rising costs, relative prices and mark-
ups need not change appreciably as the price level rises. And even
if they do change, some markups are as likely to be revised upward
as others are downward. As a description of the way in which price
levels change, the markup hypothesis is neither meaningless nor far
from the truth; it is certainly a more realistic and useful hypothesis
than the assumption that prices adjust immediately and directly to
a "clear-the-market" level set by supply and demand.

Nevertheless, the fact is that markups do vary, and their variation
is significant. If our interest is in price structure we are concerned
(in effect) with variations in relative markups-how markups fall in
those fields in which supply tends to exceed demand and rise where
demand tends to exceed supply. But this concentration on relative
markups has led us to neglect consideration of the general average
or level of markups. It is my hypothesis that this is precisely where
total demand becomes relevant to an analysis of the price level. I sug-
gest that it is a useful hypothesis that the average level of markups
employed by business firms rises as total demand increases and falls
as demand declines.9

The second related hypothesis I make is that the "markup" which
unions (and employers) apply to the cost-of-living in setting wage
rates also tends to rise and fall as the volume of unemployment falls
and rises.

This modification of the markup analysis of inflation makes it, I
think, a more fruitful tool. It shows why inflation may occur, even
with some slack in the economy; but it also indicates why inflationary
difficulties become more intense as total demand increases. It pro-
vides, I think, a framework which embraces elements both of the
demand and of the cost analyses.

Too much of our thinking about inflation has concentrated on how
it starts rather than with how it proceeds. Inflation might start from
an initial "autonomous" increase either in business or labor markups.
Or it might start from an increase in aggregate demand which first
and most directly affected some of the flexible, market-determined

9 A reader of a draft of this paper commented that this Is Just another way of saying
that prices rise in response to excess demand. I do not think so. The question Is not
whether prices rise but when and by how much they rise and how this amount is determined.
If prices are completely market-determined, varying daily or hourly to clear the market,
then I agree that the excess demand theory answers our questions. But if this is not the
case, we can talk meaningfully about the extent and pace and mechanics of inflation only
by taking account of the particular ways in which prices are set. To say that prices rise
"in resnonse to" excess demand doesn't help much unless we know how far or how fast or
how often they rise. My thesis is that the best simple and general description Is to say
that they rise when costs rise, usually not before; that the price rise tends to be about equal
to the rise in costs at "moderate" levels of demand, somewhat greater (but not "much
greater ) when demand is at a higher level, somewhat (but not much) less when demand
Is lower.
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prices. But, however it starts, the process involves both demand and
markup elements.'"

A fuller elaboration of our simple model should take account of
additional elements, including particularly the role of expectations,
both as to demand and as to cost, and by consumers as well as busi-
nessmen. However, I would insist that one principal relevance of
expectations-except perhaps in hyper-inflations-is with respect to
the cost base to which business markups are applied, or the rising cost
of living assumed in wage negotiations. When demand is moderate,
markups may be applied to historical, experienced costs. As demand
increases and the pace of price rise accelerates, there is an increasing
tendency to project rising labor and material prices into the future
and to apply markups to these. *Workers assume that the cost of liv-
ing will rise, and try to anticipate it in their wage settlements. This
is one reason, perhaps the principal one, why markups (over actual
cost) rise with increases in aggregate demand."

The other principal relevance of expectations is with respect to the
im act of price expectations on inventory behavior, both of consumers
and firms, and upon the timing of investment decisions. Expecta-
tions have, of course, great importance for the movement of the rela-
tively few demand-determined prices-the raw-materials prices which
can (and often have) doubled or trebled in a few weeks of frantic
trading.

Price expectations depend partly on recent price movements; but
they can also be generated by news (of war, shortages, tax changes,
etc.).

In summary, the advantage that I see in the markup analysis of
inflation is that it focuses attention where attention belongs-on the
wage policies of trade unions and the pricing policies of business
firms, both of which can best be understood in terms of reaction to cost
changes. The concept of prices that are set by impersonal supply and
demand forces, to clear the market, rising in sensitive response to an
excess of demand, and only under such conditions, is both operation-
ally almost meaningless and completely unrealistic. It is just as use-

°0 Dr. Franz B. Wolf, who kindly read a draft of this paper, makes the following comment,
which I find so lucid that I cannot refrain from quoting it in full: "It probably can be
shown that the apparent justification of classifying some periods of inflation one way and
some the other is due not so much to differences in the process of Inflation but to differences
in the reaction of public policy. Under war conditions, fiscal, credit, and monetary policy is
ineffective but markup control is enforced in greater degree against both business and
labor consequently, markup inflation is slowed down sharply and demand inflation
proceeds under the surface and we speak of the period as one of demand inflation. In
recent years, credit and monetary policy (and, to a lesser extent, fiscal policy) has curbed
the demand inflation process but has been Ineffective in curbing markup inflation; so we
Speak of the latter. In reality, under both conditions the entire process has continued,
as the aspect which has remained unaffected by public policy has impaired the effect of
public policy even on that aspect toward which it was directed

This may make it a little more difficult to distinguish between price control (which,
inter alla, curbs increases in markups) and the remedy to be developed for the peacetime
Inflation process with its emphasis on markup inflation. But It should still be possible
to make the distinction clear and to show that under all conditions (1) monetary and
credit and fiscal policy can only combat that aspect which Is now described as demand
inflation (2) demand inflation and markup inflation are in reality merely two aspects of an
integrated process, and (3) the one aspect which is allowed to proceed will make the control
of the other ineffective."

11 An additional reason why markups expand with aggregate demand is that the extent
of discounts from and "shading" of quoted prices decreases with improving business condi-
tions. At retail, this takes the form of fewer special "sales" at "markdown" prices. I am
convinced that the initial markups applied by sellers in computing their announced prices
vary little between conditions of moderate prosperity and boom. The principal difference
in realized markups occurs through the greater tendency for projection of cost Increases
during boom periods and through the greater prevalence of "sales and special deals when
demand slackens.
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less and unrealistic as the assumption that wage rates are so deter-
mined. The existence of many "layers" of sales and resales within
the business sector also seems to me to make it useful to focus atten-
tion on costs, and the pyramiding of costs.

CONTROL OF MARKUP INFLATION

in the liglA of the markup analysis, the tools Of monetary anid
fiscal policy obviously can have some effect on inflation. A reduc-
tion of total demand for goods will tend to reduce the general level of
markups which sellers apply to their costs; as a reduced total demand
for goods is translated into reduced employment, the wage demands
of trade unions tend to be scaled somewhat downward-or, if not the
demands, the wage increases for which they are willing ultimately
to setttle.

But it is also clear that there is no neat relationship between full
employment and inflation. Inflation may be a troublesome problem
even (as in 1956 and 1957) with no general pressure on the labor
supply; inflation may even survive in weakened form (as perhaps in
1958) in a period when there is considerable slack in the economy.

In view of this unhappy state of affairs, is there nothing that can
be done to avoid a gradual upward creep of the price level-a creep
that becomes uncomfortably rapid whenever the economy is sustain-
ing vigorous growth and full utilization of its potential, and which
stops only when the economy performs badly in these other respects?

To answer this question, we need to remind ourselves why it is that
the process of wage and price determination seems to be inconsistent
with p rice stability, at least at full employment. The mere fact that
both business and labor set their prices on the basis of a markup over
costs, with an effort to capture some part of the gains of rising pro-
ductivity, does not inevitably mean inflation. It means inflation only
if the markups are inconsistent-if one or both of the markups is too
high.

WHOSE MARKUP IS TOO HIGH1?

The usual cost inflation analysis necessarily places the blame solely
and squarely on labor. Inflation occurs when labor makes inflation-
ary wage claims. The markup analysis qualifies this conclusion, by
pointing out that it is the combination, the interaction, of wage claims
and busiess pricing policies that may produce inflation.

It is not hard to see why labor is usually given the sole blame for
inflation. First, in the usual cost inflation analysis, prices (but not
wages) are assumed to be set by impersonal supply and demand
forces. This leaves no one to blame (except labor) if prices rise. We
see wages set in a conflict situation-by bargaining between workers
(the inflationists) and employers (who are fighting for price sta-
bility). Prices, on the other hand, are traditionally set by unilateral
determination. Both buyers and sellers formally participate in set-
ting wage rates; only sellers in setting most other prices. We tend
to see conflict only in a formal context of conflict. Seconds most
analyses of wage cost inflation gloss over the relation of the cost of
living to wage demands. This is like asserting that the chicken
necessarily comes before the egg. Thus, Vice President Yntema of
Ford, in his recent testimony before the Senate Monopoly Subcom-

632



ECONOMIC STABILITY AND GROWTHN 633

mittee, talked about the wage increases in 1956 and 1957 which raised
the costs of Ford cars, and forced price increases. But had Ford
prices not increased (and prices charged by most other manufacturers
similarly situated) wage rates would have increased very much less,
because the cost-of-living escalator would not have operated.

Although labor gets most of the blame for inflation, labor stub-
bornly refuses to take the villain's role. Its wage demands are rea-
sonable, Walter Reuther insists, and consistent with price stability,
if only the cost of living were controlled, and if business did not
insist on exorbitant profit demands.

The markup analysis of inflation requires us at least to face labor's
question. We can no longer hide behind "supply and demand" as
the determinant of all prices except the price of labor. We have in-
flation if the markups are inconsistent, but is only labor's markup
too high?

I do not know the answer. I do not even know how one should
judge whether business markups are too high. We would have a
standard for this judgment if all industries were organized like the
pure and perfect competition of our economics textbook. But they
are not so organized, and I doubt that we would be satisfied if they
were. For the markups which purely competitive sellers are able
to apply to their costs would provide profit margins probably quite
insufficient for the massive reinvestment of earnings which is so
important to our economic growth, and the 'vast expenditures on
research and development which are crucial to our economic progress.

But merely because we have no easy standard to judge their pro-
priety, and merely because business margins serve an economic func-
tion related to growth and progress (as well as provide the income
of the owning and managerial classes), we need not assume that what-
ever business markups may happen to be are necessarily correct and
above examination. It seems to me that, a priori, it may be as
sound to claim that business markups may be "too high" as to claim
that wage demands may be excessive, as sound to blame business as
labor for inflation.

What needs to be recognized is that it is the attempted or desired
markups by labor and business which are "too high," individually
or in combination. The actually realized markups can never be in-
consistent. The two interest groups can lay claims that add up to
more than 100 percent of the national income; but they can never
receive more than 100 percent. It is inflation which chisels away
the excess. To say that social policy should find a better way of
chopping these inconsistent claims down to size is not to say that
either group must necessarily take a smaller share of the national
income than it is in fact getting.

WHAT WE CAN DO

The problem of inflation may very well be our No. 1 domestic eco-
nomic problem in the years ahead. Thus I believe that the Joint
Economic Committee can perform a great public service, through
its present study, and otherwise, in contributing to the public under-
standing of the nature and seriousness of the problem. But mere
understanding will not be enough. I have a feeling that some busi-
ness and labor leaders realize, even better than many economists
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seem to do, what the real problem is. But they feel-and are-
quite powerless to do anything about it. Even if all of the partici-
pants in the processes of wages and price setting fully understood the
problem, it is not clear that there would be much that any of them,
in their private capacities, could do. Public action seems to me to
be required.

I do not have, nor do I think anyone has, sufficient knowledge or
imagination to suggest what final form this action should take. Cer-
tainly wage and price controls of the wartime variety would be
completely out of place. Yet at the other extreme mere talk is
not enough, either.

It is clear that the public has a stake in the wage-setting and price-
setting decisions that are responsible for inflation. All of us (and
some groups in particular) are innocent bystanders who are getting
hurt by the contestants in a game of musical chairs that no one does
or can permanently win.

The public stake in these wage and price decisions does not get
expressed unless someone expresses it. But vague exhortations, ap-
pealing for "restraint" in wage and price determination, such as have
been frequently made by Presidents Truman and Eisenhower (most
recently in the 1958 Economic Report), and by leading officials of their
administrations, seem to me almost worse than useless. Do we not
need some machinery by which the public stake in these private deci-
sions can be more sharply defined and brought to bear in specific
terms upon the concrete issues which arise?

Perhaps one approach might be for the Congress to establish a
permanent Wage and Price Commission, charged with-the responsi-
bility of (a) formulating general standards for noninflationary wage
and price decisions; (b) collecting the information necessary to apply
these standards to particular strategic proposed increases of wages and
prices; and (c) making public its findings. I would supply the Com-
mission with the power of subpena, an adequate economic staff, and
the authority, even, to require temporary postponement of specific
wage and price increases pending the Commission's study. I do not
see the Commission as having any authority to establish legal maxi-
mum wages or prices, but merely that of expressing in as concrete
terms as possible its dispassionate and documented judgments as to
what the general objective of price stability might seem to require in
the settlement of specific issues.

The idea is not new; it has been proposed many times in the past.
Walter Reuther recently proposed a price commission-which would
have investigatory powers concerning strategic price increases. This
is as one sided as the view which fastens all blame for inflation on
organized labor. Mr. Reuther might be somewhat less enthusiastic
about a commisison which could furnish the public with an impartial
analysis of the inflationary results of the kind of wage increases which
his own union has in the past demanded, and today-even in the face
of large unemployment among his members-continues to demand.

I do not mean to single out Mr. Reuther as the inflationary villain
any more than I accept his designation of the General Motors Corp.
for that role. I only say that the public stake in price stability requires
that we go beyond name calling, finger pointing, and vague appeals.
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S'TANDARDS FOR WAGES AND PRICES

The great task for the Wage and Price Commission would be
to work toward the formulation of appropriate standards for the
public appraisal of wage claims and markup practices. I do not
think that any of us should have any illusion that this would be easy,
or that the questions raised do not go to the very heart of the economic
process. Wartime price and wage control standards would be almost
totally irrelevant.

Prof. A. P. Lerner has proposed an agency empowered to set com-
pulsory ceilings, at least on strategic wages and prices. Although I
reject this approach, my Commission would have to consider seri-
ously his proposed wage and price standards. With respect to wages
he would allow rates to advance by an amount equal to the assumed
productivity increment-2 or 3 percent per year. But wage rates of
individual groups of workers could advance by more than this where
the unemployment percentage of that group was half of the average
percentage for the economy as a whole, while no increase at all would
be permitted for groups whose unemployment percentage was twice
the national average. With respect to prices, increases would be per-
mitted for industries operating at capacity, regardless of the level
of profits; price decreases would be required for industries operating
considerably below capacity (again, regardless of profits or losses).
For cases between these limits, prices could not be raised.

Enforcement of these proposed standards would require incredibly
complex determinations of the appropriate units (on the labor side,
is the unit an industry, a firm, an area, a type of skill? on the price
side, is the unit a firm, a product, an industry, or a regional seg-
ment?). Price and wage control experience in particular suggests
the impossibility of either the product or the industry concept as a
regulatory framework. But I have more fundamental objections.
First, the concept of "capacity" is not an operational one, at least in
most industries. I do not believe that it can be given even rough
measurement. Second, the standard ignores materials costs which in
some industries comprise 50, 60, or even 90 percent of the price.
These may rise for many reasons (increases in suppliers' prices per-
mitted under the capacity rule, raw materials increases-clearly not
subject to Lerner's control scheme, import prices, and so forth).
Prices must at some point be allowed to rise to reflect materials cost,
even if the industry is not at capacity. Similarly, an industry in which
productivity increases by less than the national average would expe-
rience rising labor costs, which could not be ignored. Finally, I
believe thatLerner dodges the fundamental question, which is the de-
termination of appropriate "shares" for labor and capital. For ex-
ample, in a prosperous, full-employment economy, many industries
would be operating at or near capacity. Why should we assume that
the proposed rule would produce as many price rollbacks as increases?
If prices generally rose (and profits, too), could or should we ask
labor to absorb increases in the cost of living?

I believe that Professor Lerner's suggested standards might serve
as a starting point for the proposed Commission's work. But they
are not the final answer. An attempt at their use in establishing
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compulsory ceilings would be beyond the competence of any admin-
istrative staff. This is one (but not the only) reason why I prefer
the less drastic approach of an agency with only investigatory pow-
ers. I would foresee the Commission proceeding from the relatively
obvious cases toward the more difficult, closer cases, evolving and re-
fining its standards and procedures in the process. But it would avoid
as the plague any effort to become an agency of mediation or com-
promise.

The difficulties in the way of a solution to the problem of inflation
are clearly enormous. But if we mean business about price stability
and full employment, it seems to me that it is high time to begin to
explore our way, in some new directions, toward a solution.



MAINTAINING PROSPERITY WITHOUT INFLATION-
OBJECTIVES, PROBLEMS, AND POLICIES

Neil H. Jacoby, University of California, Los Angeles

1. INTRODUCTION

My assignment is to present a broad view of the relationship of
prices to economic stability and growth. This is a realm of economic
study shot through by formidable theoretical issues, and greatly
wanting in firm knowledge based on thorough empirical research.
Perforce, I must paint my vision of reality in an impressionistic
style. I shall endeavor to indicate the nature of major problems
that lie in this field, and the general lines of public policies that
will advance us toward the goal of the Employment Act of 1946.

It may assist the reader if, at the outset, I set forth some hypotheses
about the relation of price behavior to steady economic growth which
I shall examine and defend in the following pages:

1. Stability of the price level is an objective of the Employment
Act parallel to full employment and full production in its impor-
tance for public policy.

2. A stable price level promotes real economic growth in the long
run. Inflation, creeping or otherwise, has the effect of reducing the
average annual gain in the real output of a competitive, free market
economy.

3. Full employment and a stable price level are compatible eco-
nomic objectives, provided that competition is pervasive, prices are
flexible and resources are mobile within the economy.

4. Creeping inflation of 2 or 3 percent a year appears to be a recent
phenomenon arising from a complex of causes and calling for a broad
program of economic reform.

5. A program to reduce or eradicate the causes of creeping infla-
tion involves actions desirable on other grounds, including the need
to increase the efficiency of the United States economy and to
strengthen our diplomatic position in the world.

2. THE EMPLOYMENT ACT AND PRICE STABILITY

The Employment Act does not make any explicit reference to in-
dividual prices or price levels. The widespread fears of postwar un-
employment that prevailed at the time it was written dominated
congressional and public discussion of economic goals to the exclu-
sion of all else. More than one student of the act has concluded that
it has an inflationary bias. By calling upon the Federal Government
to bring forth an economic program that will yield "maximum" pro-
duction, employment, and purchasing power, they say the Employ-
ment Act virtually directs government to embark upon large expendi-
ture programs and a strongly expansionary monetary policy.
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A more careful reading of the act, however, refutes this first im-
pression, and indicates that Congress thought in terms of achieving
economic goals within the framework of a reasonably stable price
level. It used the adjective "maximum" loosely as a synonym for
"full." This is made clear by considering the qualifying language
of the act. It requires the Federal Government-
to use all practicable means * * * consistent with its needs and obligations and
other essential considerations of national policy * * * to coordinate and utilize
all its plans, functions and resources for the purpose of creating and maintain-
ing * * * in a manner calculated to foster and promote free competitive enter-
prise and the general welfare * * * conditions under which there will be af-
fordedusefulemploymentopportunities * * *.

The act directs government to do all it can to maintain maximum
employment and production, but to do so by means that are "con-
sistent with its needs and obligations and other essential considera-
tions of national policy." Some of the other needs and obligations
of the United States economy, in addition to full employment, are
those of maintaining a currency of dependable value, of protecting
the rights of the States, and of preserving the economic freedoms of
people. In short, the Employment Act does not direct the Federal
Government to seek full employment at any cost. Its economic ac-
tions are constrained by the requirement that they be consistent with
a stable price level and economic freedom, among other things.

The act also specifies that government must act in a manner "cal-
culated to foster and promote free, competitive enterprise." In seek-
ing "maximum" employment and production, government must first of
all foster and promote the expansion of the private sector of the econ-
omy rather than enlarge its own sphere of operations. This, too, con-
stitutes an implicit injunction against deliberately inflationary mone-
tary fiscal policies.

Although a reasonably stable price level is an implicit objective of
the Employment Act of 1946, there is much to be said for making this
goal explicit by amendment to the act. A clear and definite require-
ment that Federal economic policies shall promote a stable price level
as well as full employment would give these goals a parallel signifi-
cance. It would continuously call the attention of Congress and Fed-
eral officials to the need for examining the implications of their ac-
tions for the price level as well as for the level of employment. Had
the Employment Act contained such an injunction from the begin-
ning, it appears probable that the basically inflationary policy of Fed-
eral Reserve support of the market prices of United States Govern-
ment securities would have been discontinued long before March of
1951, and that the postwar rise of price levels would have been less
extensive.

One possible objection to making a stable price level an ex-
plicit goal of the Employment Act is that it might appear to shift the
burden, necessarily borne by labor unions, business firms, and private
economic groups, to act in noninflationary ways. This objection could
be met, however, by so phrasing the amendment as to recognize the role
of private as well as governmental action in achieving price-level sta-
bility, and to place responsibility clearly upon all relevant agencies.

A more serious objection to such an amendment is that it might be
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used by pressure groups as an excuse for advancing all kinds of gov-
ernmental price fixing and price-supporting schemes, on the ground
that "price stability" is an avowed aim of national economic policy.
It would be necessary to deal with this contingency by distinguishing
clearly in the amendment between stability of the price level, on the
one hand, and stability of particular prices or groups of prices, on the
other hand. National economic policy under the Employment Act ob-
viously must be framed only with reference to the behavior of an
average of all prices in a properly constructed price index. In a free-
market economy, divergent price movements within a stable average
are necessary in order to move productive resources out of employ-
ments in which supply is relatively excessive into employments in
which supply is relatively deficient. We can never hope for a stable
price level, if the only way individual prices can move is up. It would
be trite to make so obvious an observation, -were it not that even pro-
fessional economists have sometimes fallen into the error of tacitly
assuming that the Employment Act calls for stability in all sections of
the price level as well as in the average of all prices. How often have
we seen the assertion, for example, that the Consumer Price Index
really was not stable during 1952-55, because farm and food prices
were declining, and only this prevented the price index from rising.

Broad relationships between output, prices, productivity, and wage
rates in the postwar period.

Before probing more deeply into the relationship between price be-
havior and economic growth, it is well to have in mind the broad facts
regarding basic economic magnitudes during the postwar period 1946-
58. Because of important institutional changes in the United States
economy, such as the recent growth of industrywide collective bar-
gaining, the leveling up of consumer incomes and wealth, and the
emergence of heavily progressive income taxation, little is gained by
going back before World War II to study these relationships. The
problem of inflation, at least in the form in which it currently presents
itself, is essentially a postwar phenomenon.

The accompanying table sets forth gross national production (cal-
culated in 1957 prices), the consumers' price index, output per man-
hour for the private economy, and average gross hourly earnings
in manufacturing during each calendar year of the period 1946-57.
From the basic magnitudes, the amounts and the percentages of annual
change in each series have been computed.

Over the 11 calendar years that have elapsed since 1946, real out-
put has risen from about $301 billion to nearly $434 billion (figured
in 1957 prices) for a gain of 44 percent. The consumers price index
(on a 1947-49 base) has risen from 83.4 to 120, a rise of 43.9 percent.
Output per man-hour in the private economy over the 10 years since
1947 has gone up about 47 percent, while average gross hourly earn-
ings in manufacturing over the 11 years since 1946 have risen 90.6 per-
cent. In short, a gratifying record of growth in real output and
productivity since World War II has been marred by a serious
shrinkage in the purchasing power of the dollar and an inflation of
the cost of living.
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Annual changes in real output, consumers prices, productivity, wage rates, an?
corporate profits after tawes since World War II

PART 1: REAL OUTPUT AND CONSUMERS' PRICES

GNP (1957 prIces) I OPI (1947-49=100) 2

Calendar year I l
Amount Annual Percentage Annual Annual Percentage
(bill tons) nhoua chsre~ a verage IP VA nhonva

, (billilons) >_,_ _¢

1940--------- $301.1 ------- --- - ----- 63.4---------------
1947 -300.5 +10.6 +0.2 95.5 +12.1 +14.5
1948 - --------- 314.0 +13.5 +4.5 102.8 +7.3 +7.6
1949 -313.3 -. 7 -. 2 101.8 -1.0 -1. 0
1950 -341.6 +28.3 +9. 0 102.8 +1.0 +1. 0
1951 -367.6 +26.0 +7.9 111.0 +8.2 +8.0
1952 -- --- 381.1 +13.5 +3. 7 113.5 +2.5 +2.3
1953 -397.0 +15.9 +4.2 114.5 +1. 0 +.8
1954 -389.7 -7.3 -1.8 114.8 +'3 +.2
1955 - 417.4 +27. 7 +7.1 114s5 -. 3 -. 3
1956 -430.3 +12.9 +3.1 116.2 +1.7 +1.5
1957 -433.9 +3.63 +.8 120.0 +3.8 +3.2

11-year change -+132. 8 +44.1 -+36.6 +43. 9

PART 2: PRODUCTIVITY AND WAGE RATES

Output per man-hour for the Average gross hourly earnings in
private economy (1947=100) 3 manufacturing '

Calendar year

Annual Annual Percentage Cents per Annual Percentage
index change change hour change change

1946 -S 1.086-
1947 -100.0 --- 1.237 $0.151 13.7
1948- 104.9 +4.9 +4.9 1.350 .113 9.1
1949 -107.0 +2.1 +2.0 1.401 .051 3.8
1950 -115.6 +1.4 +1.3 1.465 .064 4.5
1951 -118.1 +2.5 +2.2 1.590 .125 8.5
1952- 121.7 +3.6 +3.1 1.670 .08 5. 0
1953 - 126.2 +4.5 +3.7 1.770 .10 6.0
1954 -129.0 +2.8 +2.2 1.81 .04 2.3
1955 -133.5 +4.5 +3.5 1.88 .07 4.4
1956 -134.6 +.9 +.7 1.98 .10 5.3
1957 -137.0 +2.4 +1.8 2.07 .09 4.5

11-year change -37.0 37.0 -. 984 90.6

PART 3: CORPORATE PROFITS AFTER TAXES r

Corporate profits after taxes
Percentage

Calendar year change
Amount Change
(billions) (billions)

1946------------------------------ $53.4---------------
1947 -18.2 +S4.8 +35.8

948- 20.3 +2.1 +11.5
1949 -15.8 -4.5 -22.2
1950 -22.1 +6.3 +39.9
1951 -18.7 -3.4 -15.4
1952 -16.1 -2.6 -13.9
1953 -16.7 +.6 +3.7
1954 -16.0 -. 7 -4.2
195 -21.0 +5.0 +31.3
1956------------------------------- 21.0 .0 0
1957- 20.6 -. 4 -1. 9

11-year change -- -------------- +7.2 +53.7

2 Economic Report of the President, January 1958, p. 118.
'Ibid., p. 161.
'Ibid., p. 108.
'Ibid., p. 143.
'Ibid., p. 179.

Source: Economic Report of the President to Congress for January 1958.
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Over the postwar period 1946-57 a 90 percent increase in hourly
wage rates exceeded the sum of a 37 percent increase in output per
man-hour and a 44 percent increase in the consumers price index.
This points to two conclusions. First, an excessive increase in wage
costs was the dominant factor in the postwar inflation of the cost of
living. Secondly, some part of rising wage incomes has been ac-
companied by a shrinkage of business profit margins as well as by a
rising cost of living. A fundamental question is:I~ow long can such
tendencies continue without sapping the underlying forces of growth
of the United States economy ?

An examination of the absolute amounts and percentage changes in
these series from year to year throws some light upon important ques-
tions, such as the extent and duration of "creeping" inflation, the de-
gree to which increases in real output have been correlated with in-
creases in productivity or in consumer prices, and the extent to which
wage-rate increases have had inflationary consequences. A careful
correlation analysis of all these factors, utilizing monthly or quarterly
data where available, should be conducted, experimenting with vari-
ous timelags. Our simple observation of annual changes does suggest
the following interesting findings.

First, there has been no clear relationship between annual gains in
real output and annual increases in the Consumer Price Index. Thus,
1947 was marked by the largest percentage increase in consumer
prices over the preceding year (14.5 percent), but was accompanied
by an increase of only 0.2 percent in physical output. The year 1950
was marked by the largest percentage gain in real output over the
preceding year (9.0 percent), and was accompanied by only a 1 per-
cent increase in the Consumer Price Index. On the other hand, 1951
was a year of unusual increase in both consumers prices and in physi-
cal production. While the record is inconclusive in revealing any
price-output relationship, it certainly lends no support to those who
contend that inflation promotes increases in real output.

Secondly, during the 4 calendar years 1952-55, which included a
brief business recession during 1954, the United States economy en-
joyed an increase in real output of nearly 14 percent accompanied by
a lift in the Consumer Price Index of only about 3 percent. This ex-
perience suggests that a satisfactory annual average rate of growth of
the economy-though not an absolutely steady rate-is possible with
only nominal changes in the cost of living.

Thirdly, the movement of the Consumer Price Index since World
War II has not been one of steady ascent (i. e. inflationary "creep"),
but rather has been one of sharp spurts during 1947 and 1948, follow-
ing the removal of wartime controls of prices, wages, and other factors
and during 1951 in the Korean conflict, interspersed with years of
only nominal rise or actual decline. Nearly three-quarters of the
total postwar lift in the Consumer Price Index occurred during 1947,
1948, and 1951.

Fourthly, the most unsatisfactory segment of the postwar record of
price and output changes occurred during 1957, when a gain of less
than 1percent in real output was accompanied by an increase of more
than 3 percent in the consumer price level. It is notable that this
year was also marked by a subnormal increase of 1.8 percent in out-
put per man-hour, accompanied by a 4.5 percent annual increase in
wage rates. This performance, which needs much more detailed
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analysis, suggests that the phenomenon of "creeping" inflation in-
itiated by the pressure of excessive wage costs may be of quite recent
origin.
The accuracy of the Consumer Price Index

Some part of the rise in Consumer Price Index during recent years,
and its failure to decline much if at all during periods of business
recession, may result from the fact that it suffers from inherent de-
fects as a current measure of the movement of the level of consumer
prices. The concept of the index is that of an average of prices of
the coterie of goods and services included in the "market basket"
purchased month by month by American families in the middle-in-
come brackets in urban centers. A crucial difficulty of this concept
arises from the fact, that the quality of American family living stand-
ards continues to rise. Over time the typical family tends to select
for its "market basket" goods and services of greater quality and
complexity, which, of course, cost more than the simpler commodities
and services they replace. For example, it is understood that the
Bureau of Labor Statistics includes the price of a Chevrolet auto-
mobile in the "market basket." Up to several years ago, the model
whose price entered the index was not equipped with an automatic
transmission. Later, as the automatic transmission became more or
less "standard" equipment, the price of a car so equipped was put into
the index. Without adequate correction, this could cause an im-
mediate jump of several tenths of a percentage point in the index.
Clearly, this would not be a rise in the price level. A careful in-
vestigation should be made to determine whether the Consumer Price
Index has a "built-in" inflationary bias, and if so, how important
it has been in the past, and how it can be eliminated in the future.

Another aspect of the CPI which needs investigation is the meth-
ods of pricing the "market basket" of goods and services included inthe index. The Bureaiu of Labor Statistics endeavors to "shop" for
actual price data rather than rely upon "standard" or advertised
prices. Yet in an economy where so large a fraction of consumer
income is spent on durable goods involving the use of installment
credit, traded-in merchandise and consumer-service agreements, there
is a serious question whether the changing conditions of markets are
reflected in the index promptly and accurately. The methods of col-
lecting price data may minimize actual price increases in phases of
expansion, and minimize or ignore actual price declines in phases of
business recession.

Another material circumstance that appears to elude the grasp of
the CPI is the changing buying habits of people during successive
phases of the business cycle. In time of recession, housewives-and
their husbands-become sharper "shoppers." They tend to avoid thescarce or relatively high-priced items in the normal "market basket,"
and to bargain more shrewdly for the items they purchase. In time
of boom, their outlook is more confident, and the opposite kind of
behavior become dominant. Thus, a mere pricing of the same "mar-
ket basket," no matter how accurately it is done, probably fails to
reveal changes that occur in the true "cost of living." Some correc-
tion for this phenomenon may be in order.

Because the monthly movement of the Consumer Price Index has
acquired enormous significance in the public mind, and apparently
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forms one criterion for momentous decisions in Congress and the
executive branch of Govermnent, it is vitally important that this cri-
terion of economic policy be as accurate as possible, and that the errors
of estimation which it inevitably contains be more widely known.
It would be a cruel travesty, indeed, if an upward movement of one- or
two-tenths of a point in the Consumer Price Index which is either mis-
leading or statistically meaningless were made the occasion for pro-
longing a restrictive monetary policy, at a time when the economy
urgently required easier credit conditions.
The case for creeping inflation

The hypothesis that a reasonably stable consumers price level is
compatible with a reasonably steady and satisfactory rate of growth
in real output of the United States economy is widely challenged.
Indeed, there are many who believe not only that full employment
and a dollar of stable purchasing power are incompatible aims of
public policy, but that it is undesirable to seek both of these objec-
tives. Some prominent economists have argued that a strong and
steady physical growth of the United States economy cannot occur
without a "creeping" inflation of the price level of 2 or 3 percent a year.
Unemployment and stunted growth are, they assert, the inescapable
and unnecessary cost of trying to maintain a dollar of dependable
buying power. Members of what might be called the "inflationist
school' assert that creeping inflation has positive virtues in facilitat-
ing the kind of cost-price adjustments that promote maximum output
and full employment; and that an annual rise of 923-4 percent in the
Consumer Price Index should be an accepted aim of public policy.
Adherents of what might be labeled the 'defeatist school" hold that
creeping inflation is an evil, but is less evil than the major alterna-
tives of unemployment or direct economic controls. Slow inflation
must be accepted as the concomitant of a policy to maintain pros-
perity, because it produces no seriously adverse result, it confers
important benefits and, in any event, it is not feasible to prevent it.'

A fairly extreme position has been taken by Prof. Alvin H. Hansen,
who recently wrote:

It is not probable that we can achieve in the next 20 years anything like the
goals of which we are capable, without some moderate increases in wholesale
and consumer prices.2

Hansen espouses the proposition that, so long as the annual percent-
age increase in the real output of the economy exceeds the percentage
rise in the price level, there is no cause for concern about price be-
havior. Assuming that an average annual rate of growth in real out-
put of 31/2 percent can be maintained, this definition of the extent of
desirable creeping inflation implies that we need not worry about
doubling the price level every 20 years.

Fundamentally, the case for creeping inflation must rest upon the
proposition that a general upward movement of prices is necessary
in order to evoke the full output of which the economy is capable,
and that a gradual rise in the price level does not have any harmful
side-effects which will become a drag upon economic progress in the

I See my articles in the Harvard Business Review for May-June 1957 and January-
February 1958; also the article On the Side of Inflation, by Prof. Sumner H. Sllchter in
Harvard Business Review for September-October 1957.

Alvin H. Hansen, The American Economy (New York: McGraw-Hill, 1957), p. 45.
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long run. So far as this writer is aware, no one has made a convincing
affirmative proof of the merits of creeping inflation. There has been
no persuasive demonstration, founded on solid empirical research, that
a steady ascent of the price level is a causal force augmenting the
growth of real output in the long run.

Argumentation in favor of creeping price inflation is of a negative
type. It consists mainly of observations about difficulties in maintain-
ing a stable price level, and of points- minimizing the adverse conse-
quences of inflation. The principal components of the negative argu-
ment most frequently include the following:

First, the damage done to the real wealth and income of those living
on pensions or comparatively inflexible salaries is greatly reduced
by their ownership of equities in homes or common stocks; and it
should be rendered negligible by a wider use of these media for the
investments of savings instead of savings accounts, savings bonds, or
other fixed-dollar media.

Second, people can and should be protected against the adverse
consequences of shrinkage in the purchasing power of the dollar by
adjusting fixed dollar payments due in the future to changes in the
purchasing power of the dollar. In short, wider use of the so-called
escalator clause is advocated.

Third, the pressure arising from the recent tendency of wage costs
per unit to increase faster than productivity of labor in industry spurs
businessmen on to greater efficiency.

Fourth, members of labor unions have acquired a stronger faith in
democratic institutions and give greater support to a private enterprise
competitive economy as a result of their ability, under collective bar-
gaining, to raise wages faster than the growth in the productivity of
labor.

Fifth, a restrictive monetary policy cannot prevent a moderate
amount of wage-cost and price inflation each year because, if it were
imposed rigorously for a long enough time, it would create intolerable
unemployment.

Sixth, Federal taxation and expenditure policies also cannot, to an
important degree, mitigate inflationary pressures, because politicians
will not tolerate high enough Federal taxes in the face of a budgetary
surplus generated during a business boom to remove the inflationary
pull of demand on the price level.

Those who regard creeping inflation as an inescapable cost of pros-
perity in our kind of an economy, if not, indeed, as a causal force
in producing prosperity, deny that an economic policy which either
accepts or fosters the gradual rise in the price level will ever result in
an accelerating price increase, and in a rapid or run-away inflation.
So long as Federal monetary-fiscal policy maintains firm control of
the supply of money, an economy like that of the United States with a
strongly progressive tax system will avoid runaway inflation with all
of the dire consequences that it is generally admitted to produce.
The case against creeping inflation

Despite the support of creeping inflation by some politicians, special
interest groups, and professional economists, there are many thought-
ful students of the United States economy who believe-as does the
present writer-that creeping inflation is, in the end, a drag upon
economic progress and that it is both desirable and feasible to prevent

644



ECONOMIC STABILITY AND GROWTH 645

it from occurring in the future, despite the manifest difficulties of do-
ing so.3

The case against inflation, creeping or running, is fundamentally a
moral case. Tnflation transfers real wealth and income arbitrarily
from those who hold dollar claims against society to those who owe
dollars and own real things. This makes for a feeling of injustice
and mistrust of our political and economic institutions, and weakens
the fabric of a democratic society. With keen insight the philosopher
and theologian Dr. Reinhold Niebuhr has written:

Generally speaking, the result of a creeping inflation is to sacrifice the cul-
tural interests of the community to the technically important interests, and to
sacrifice unorganized individuals to organized power. Thus a problem of justice
is created which is more difficult of solution because it is not as vivid as the
injustices of the unorganized industrial workers of the 19th century who
needed only organization and collective power to better their lot.'

The fundamental immorality of the inflationary process is the same
as that of a completely arbitrary tax which strikes regressively at the
economically and politically weak or helpless groups. As this writer
has pointed out, while only a minority of the population are pension-
ers at any given time, nearly all of us become pensioners at some time
and are exposed to the deprivations of a depreciating dollar.

The assertion that the wealth or income of everyone can and should
be protected either by the purchase of equities or by putting them on
"escalators" is not borne out by the facts. Millions of families of mod-
est means lack the information or the financial reserves to invest in
equity securities, even as shareholders in mutual funds. Savings de-
posits, bonds, and endowment insurance should continue to be their
major media of saving. If these people of limited means lose con-
fidence in the future purchasing power of dollar assets, their practical
alternative is not to buy common stocks but to stop saving. This
would lower the rate of savings and capital formation, and slow down
the growth of our economy.

A policy of inflation-with-escalation confronts crucial difficulties.
In the first place, the principle of escalation cannot be applied uni-
versally, as a practical matter, and grave injustice continues to be
done to those left unprotected. More important, by cultivating the
illusion of individual protection against the real wastes of inflation,
escalation tends to make people indifferent to the need for curbing it,
and thereby accelerates the inflationary process. For example, while
American life-insurance companies may be wise, as a matter of busi-
ness policy, to offer variable annuities to the public, it is perfectly
clear that this move would in some measure diminish public pressure
in favor of stable money.

However immoral it may be, a policy of accepting or fostering
limited inflation probably does little economic damage so long as the
public is unaware of its existence. It appears naive to believe, how-
ever, that such unawareness can continue in the United States or any
other advanced country for very long. A steady inflation comes to
have accumulative influence upon people's expectations and therefore
upon their behavior. If consistently and successfully pursued, a

aSee, for example, the contributions of Profs. J. M. Clark, Gottfried Haberler, Lionel
Robbins, Paul Samuelson, and of Messrs. Clarence B. Randall and George W. Terborgh in
Problems of United States Economic Development, vol. 1 (New York: Committee for
Economic Development, 1958).

' Ibid., p. 118.
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policy of limited inflation seems bound to affect public conduct in ways
that retard the growth of real output in the long run. It would reduce
savings among those for whom fixed dollar assets are the only prac-
ticable media of saving. There is a good deal of evidence that per-
sistent inflation comes to worsen investment decisions. The example
of France, where much wealth is exported, hoarded in gold and for-
eign currencies, or placed in low-yielding real estate, suggests that
curious distortions in the use of capital result from generally held ex-
pectations of inflation. It tends to foster inefficient management, and
to prolong the tenure of mediocre managers, because inflation widens
dollar profit margins even while it may be narrowing "real" margins.
It tends to retard desirable regional and industrial shrifts in resources,
because the adverse effect upon profits of worsening uses of resources
are not as sharply reflected in business financial statements in an in-
flationary regime. All of these consequences of creeping inflation
tend to slow down real economic progress, whether or not the inflation
accelerates its pace and leads to ultimate financial collapse and recon-
struction.

Admittedly, it is difficult to point to organized evidence of -the
adverse consequences of creeping inflation. They are matters which
deserve the attention of economic research workers to a far greater
extent. Careful, empirical analyses of the economic consequences of
prolonged inflation in such countries as France, Chile, and Brazil
should be made to supplement what we already know about the
effects of the "hyperinflations" in Central Europe after World War I.

Americans have not yet experienced enough continuous inflation to
have acquired a general expectation of a persistent future rise in the
price level. Hence, there has not yet been more than a partial public
shifting of preference to equity securities. It would be hard to prove
that there has been a general letdown of managerial efficiency or labor
productivity as a result of such creeping inflation as has been ex-
perienced so far. But we have learned all too well in recent years
that it is the expectations of the public that shape their behavior, and
expectations rest mainly on past experience. If creeping inflation
should in the future become a generally accepted policy of Govern-
ment as well as public expectation, the political pressure progressively
to relax monetary-fiscal restraints would become irresistible, and the
acceleration of the rise in the price level would be unavoidable. The
fact that persistent inflation has not accelerated in dominantly agri-
cultural economies such as that of France or in some relatively un-
developed economies with a low literacy rate does not mean that it
would not accelerate in a highly industrialized and literate nation
like the United States. The factors that either promote or retard
the transformation of a process of creeping inflation into one of
accelerating inflation require careful study by economists.

Studies have been made of the transfers of dollar values among
various classes of debtors and creditors during an inflationary process.
Among other things, these studies show that any group of the popula-
tion is not purely a debtor, or a creditor, but is a mixture of both in
its relations to the rest of the economy. It is tempting to conclude
from such studies that inflation really does not result in important
damage in the end, because gains come close to offsetting losses for the
group. Such a conclusion would be clearly meaningless in measuring
the extent of the moral and economic damage of inflation, because
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these are individual matters rather than group matters. Individual
B's gain in no wise offsets individual A's loss.

The character of recent price inflation
It has become fashionable to characterize recent price behavior as

something distinct and new. It is said that the United States is now
witnessing an inflation resulting from "administered" prices and
wages which result in an upward inching of the Consumer Price
Index even in the face of a decrease in the money supply and a rise
in unemployment. This condition is contrasted with inflationary
phases of the past, when the precipitating factor is said to have been
either a rapid increase in the quantity of money, or, given an ample
money supply outstanding, a shift in the liquidity preferences of the
public away from money and toward goods and services. The heart
of the current difficulty is said to be the economic power of national
labor unions, who are able to compel businesses to assent to infla-
tionary wage agreements calling for increases in wage rates far out-
stripping gains in productivity.

Undoubtedly, institutional changes in the United States economy
have altered in some respects the behavior of prices. To some extent
they have changed the character of the problem of economic stabili-
zation. Yet, it is likely that these changes are commonly exaggerated.
The distinction between the "new" inflation and the "old" has been too
sharply drawn. A "cost-push" impetus to a general rise in the price
level cannot go very far without "demand-pull" influences, supported
by Federal monetary-fiscal measures to make more money available
to the public to pay higher wages and prices. (There are definite
limits to financing an inflationary spiral through a rising velocity of
usage of money.) Restrictive monetary and fiscal policies can and
do help to keep wage increases within the limits set by gains in pro-
ductivity, via their influence upon the collective bargaining process.
When businessmen expect government to pursue inflationary policies,
they are confident of their ability to pass on higher wage costs in
higher prices, without loss of sales volume. They tend to become
"soft" bargainers and to make inflationary wage agreements. But if
businessmen believe that Federal fiscal-monetary authorities are deter-
mined to maintain a stable price level, they become "tougher" bar-
gainers and wage agreements are less likely to have inflationary
effects upon prices. This has been true in the past, and there is no
reason to believe that institutional changes have been so rapid as to
render it inapplicable now.

In our American democracy, public opinion plays a dominant role
in economic affairs. Up to recent times, there was too limited an
understanding of the causes of wage-price inflation to support power-
ful public opposition to the process.

The economic literacy of the American people, including that of
managers and labor leaders, is now rising rapidly. There is a grow-
ing understanding on all sides of the dangers of inflationary wage
agreements. This, of itself, should form an increasing deterrent to
inflationary wage agreements, when those who make them know they
must confront adverse public opinion.

This writer finds little in the industrial economics and practices of
the United States economy to support the notion that "administered"
prices play a significant role in recent inflationary trends. One of the
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more important changes in American business policy, especially
among manufacturers of durable consumer goods, has been to carry on
competition to a greater extent in the design and improvement of
products and to a lesser degree in price adjustment. "Product" com-
petition has replaced "price" competition to a considerable degree in
automobiles and numerous other consumer durables. This has not, of
itself, made the United States economy any less "competitive" in a
fiundamenthl sense, nor has it introduced anyT inflationaryT bias into the
price level. It may-for reasons already set forth-have introduced
an inflationary bias into the Consumer Price Index used to measure
chinges in price levels. The trend toward product competition has
complicated the task of the price index administrator, rather than the
task of the monetary or fiscal policymaker.
Public policies to prevent creeping inflation

In the opinion of this writer, recent inflation in the United States
arises from a complex of causes and calls for remedial action on a
number of fronts. There is no single cause, for which a satisfactory
panacea may be prescribed. Broadly speaking, the United States can
best avoid either inflation or unemployment by operating a free econ-
omy in which enterprise is open, competition is vigorous and perva-
sive, resources are mobile in time, space, and usage, and the Federal
Government energetically discharges its responsibilities under the
Employment Act of 1946. In general, these responsibilities are to do
all within its power to assure an adequate but not excessive total mone-
tary demand for the product of a fully employed economy, primarily
through the use of flexible monetary, expenditure, taxing, direct lend-
ing, and loan insuring policies and actions. The economic decisions
of millions of households, business enterprises, and State and local
governments in a free economy can collectively produce from time to
time either a deficiency or a redundancy of aggregate demand. There-
fore the Federal Government must continiiouslv watch the course of
the economy, and be prepared to change its own policies and programs
in ways which will counteract, and not enhance, either inflationary or
deflationary movements of the private sector. Flexibility must be the
key to its policies; timeliness must be the essence of its actions.

The primary causes of recent inflation can be summarized briefly
under a number of headings, as follows: -

First, inadequacies in the coverage and in the timing and power of
monetary and fiscal controls, which have permitted the price level to
rise unnecessarily during the later expansion phases of business cycles.

Second, various governmental price-raising and price-supporting
programs which have tended to increase or to prevent a reduction in
the prices of individual commodities and services, and which have
retarded the movement of manpower and capital into more efficient
employments.

Third, tariffs, import quotas, and other impediments to trade be-
tween the United States and foreign countries which have sheltered
inefficient domestic producers from foreign competition, have restricted
the foreign markets of efficient United States producers, and have pre-
vented the movement of manpower and capital into their relatively
most productive employments.

Fourth, various monopoly powers possessed by labor unions, business
corporations, and other private economic groups which have tended
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to restrict output, to dampen advances in productivity, and to main-
tain or raise wage rates and prices above competitive levels.

Fifth, a public opinion which was inadequately informed regarding
the causal forces producing a rising price level and the adverse con-
sequences of dollar depreciation. The public was therefore insuffi-
ciently aroused to censure those responsible for inflation, and to de-
mand necessary reforms in public and private economic policies.

A program to prevent inflation in the future, without creating un-
necessary unemployment, must tackle all of these causal forces. The
point should be emphasized that prevention of inflation entails the
taking of actions which are thoroughly desirable on other grounds,
and which should be undertaken even though they had no effect upon
the price level. The point can be put in even a broader context. A
true anti-inflationary public policy is one that will promote the overall
efficiency of the United States economy, its flexibility, and its trading
and investing relationships with other parts of the free world. It is,
in short, a policy that will immensely strengthen the political influ-
ence of the United States throughout the world, by binding our coun-
try in a growing network of efficient trading and investing relation-
shiPs withi all countries outside of the Soviet orbit.

An anti-inflationary public policy for the future should include the
following major elements:

First, the sharpening of our instruments of monetary and fiscal
control to make them of broader and more equitable application, and
to make all elements of the financial structure sensitively responsive
to flexible monetary policies.

Second, the extension of competition throughout the economy.
This involves not only vigorous enforcement of our antimonopoly laws
but the extension of these laws to cover labor unions, cooperatives, and
other presently exempted activities, so that the entire range of private
economic activity may be brought under the scrutiny of the courts.
This should increase productivity by helping to eliminate "feather-
bedding." It should help to reduce excessive monopoly powers, which
result in rigid wages and prices, immobile resources and unemploy-
ment.

Third, the gradual withdrawal of Government from various price-
fixing and price-supporting programs, whether in agriculture or in
metals or other commodies. Such programs have the effect of pre-
venting those necessary movements of resources into more productive
employments, and that flexibility of pricing which is essential if the
price system is to function as a resource allocating device.

Fourth, reduction in tariffs, import quotas, and other restrictions
upon international trade, which have also operated to prevent neces-
sary price adjustments and to foster the growth and persistence of
inflationary forces in the United States economy.

It is unnecessary here to go beyond this brief outline of an anti-
inflationary policy. The essential point is to recognize the relevance
of numerous reforms in United States economic policy to the problem
of creeping inflation. Only when this recognition becomes general
can we hope to invoke broad public sympathy for, and support of,
economic policies which will yield immense values for our national
security and increase the trustworthiness of the United States dollar
at home and abroad.
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I. GOALS OF STABILIZATION POLIcY

The assignment given me is the sweeping one of presenting a unified
view of the whole subject of this compendium. In seeking to carry
it out, I shall be in constant danger of being superficial or dogmatic.
However, despite these dangers I shall try to keep to a broad concep-
tion of my task.

It should be kept in mind as we proceed that discussions of policy
such as this one inevitably involve the expression of social values as
well as the interpretation and analysis of fact, and that it is only in
the latter area that the economist can make any claim to expertness.

Two proximate goals of economic stabilization policy are now
widely accepted by economists, by political leaders, and by the public.
The first is a high level of employment, both for its own sake and for
its contribution to rapid economic growth. The second is price
stability, and, in particular, the avoidance of inflation. Americans
also generally agree that these goals are to be sought in a free econ-
omy-that either some inflation or some avoidable unemployment is
preferable to the kind of central economic planning that regiments
the economic life of individuals, firms, and organizations.

The goal of high levels of employment is, of course, set forth in
the Employment Act of 1946. The maintenance of a reasonably stable
level of prices is ultimately a duty of the Congress under article 1,
section 8 of the Constitution, which provides that Congress shall have
the power "to coin money and regulate the value thereof." To the
authors of the Constitution, the words "regulate the value thereof"
undoubtedly meant to set the metallic content of our coinage. Today,
however, the value of the dollar largely determines the value of precious
metals, rather than the reverse, and the purchasing power of the
United States dollar makes it the closest thing to a universal monetary
standard in the world. To regulate the value of our money under
present conditions must mean to regulate the general level of prices.

There has recently been discussion of making price-level stability
an additional explicit goal of the Employment Act of 1946. Such
an amendment to the Employment Act would be valuable in giving
concrete recognition to an aim that is widely agreed on. The value
of the change would lie largely in its influence on public attitudes
rather than in any practical effect on policy, since Congress, the Fed-
eral Reserve System, and the Council of Economic Advisers already
keep the aim of stable prices in mind when formulating policy. How-
ever, the mere acceptance of the two goals of high levels of employ-
ment and stable prices does not tell us what to do when these goals
conflict.
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II. ARE FULL EMPLOYMENT AND PRICE STABILITY COMPATIBLE?

A great deal has been written about whether the goals of reasonably
full employment and price stability are compatible. It has long been
clear that on some definitions of these terms, they are not. If, for
example, we were to define full employment as a state in which the
number of unfilled job vacancies always exceeded the number of unem-
ployed workers, or if in statistical terms we were to define full em-
ployment as having less than 2 percent of the labor force unemployed,
then price stability would be inconsistent with full employment so
defined. The condition envisaged is one in which the demand for
labor and for products would aTways exceed the supply at prevailing
wages and prices, and therefore wages and prices would continuously
be bid up in the market.

However, in the immediate postwar period it seemed to a number
of economists, myself included, that there were ways of defining reason-
ably full employment that were both meaningful and noninflationary.
This view was based in part on the belief that when employment de-
clined, prices would also decline. Policies designed to restore satis-
factory levels of employment would then serve merely to restore prices
to their former level. If the expansionary policies were halted when
the price decline had been reversed, the new level of employment
would be an acceptable one. Price stability seemed to be consistent
with unemployment in most years of, say, 4 percent of the labor force
on present official definitions, with occasional lapses to perhaps 6 per-
cent unemployment, against which prompt antirecessionary action
could safely be taken.

The events of the last 5 years pose serious difficulties for this view.
On the one hand, prices have tended to rise when unemployment was
not unusually low by the standards of the immediate postwar years.
On the other hand, price indexes have fallen only very late and very
little in recessions. In the first 7 months of the present recession they
have, indeed, continued to rise. If prices rise in prosperous years
and hold steady in recessions, the long-term trend can only be upward.

Two years ago the Economic Report of the President spoke of "the
narrow road that separates recessions from inflation." It now seems
to some that the road has altogether disappeared and we are left
stranded upon the side of the mountain. This precarious position
is believed to be the result of a new kind of inflation, arising not from
excess demand but from the structure of the supply side of the market.
It is called "wage inflation," "administered-price inflation," "cost-
push inflation," or "sellers' inflation," the choice among these terms
depending largely on whether unions, business, or both are held re-
sponsible for it. Against this new kind of inflation, the old remedies
are held to be unavailing, or to be effective only if so severe as to be
worse than the disease.

Indeed, it has even been argued that we can now suffer from in-
flation and depression at the same time. Such a situation would seem
to call for new and drastic action.

There can be little doubt that in recent years there has been a change
in the relation between price indexes and the level of employment,
and that this change poses important problems. But before setting
forth rashly, we should make certain that the perils alleged to con-
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front us are really as grave as they seem. We should also examine
the relative risks of climbing the slope of inflation and descending
the slope of recession.

m. THE RELATIVE COSTS OF RECESSION AND INFLATION

No one can question that both inflation and recession have real and
serious costs. However, part of our present dissatisfaction with the
economy arises not because the economy has changed, but because our
standards have changed. It is clear that our tolerance of the costs
of inflation and recession is rapidly diminishing and that as a result
of improved statistics we have a heightened awareness of the state
of the economy. Price increases or declines in employment that might
have passed almost unnoticed 30 years ago become the occasion for
grave concern and even alarm. For example, we hear talk of the
"inflation of 1956-57," although the rise in the Consumer Price Index
over these years was only 6.1 percent, and this rise followed 3 years
of price stability.

Within limits, this new concern is a fine thing. As our economy
grows and as our understanding of economics increases, we can and
should demand better performance of the economic system. If our
demands become too extreme, however, we may undertake policies
that destabilize the economy rather than stabilize it. To use an
analogy, it is fine to have both central heating and air conditioning in
our homes, but if we set the thermostats so that the furnace goes on
when the temperature falls to 70° and the air conditioning goes on
when it rises to 71, we will have tremendous fuel and power bills and
despite them not very stable temperatures.

The costs of inflation and of recession can be divided into two
parts. First, there are costs in losses of output. Second, there are
distortions in the distribution of income.

In loss of output, the costs of recession are clear and indisputable.
They can be seen in terms of unemployed workers and idle factories,
and measured as declines in the gross national product. The output
costs of moderate inflation-and all peacetime inflations in our s-
tory have been moderate-are more conjectural. It is said that in-
flation causes poor allocation of resources and diminished incentives
to save, thus ultimately reducing the rate of growth of the economy.
To some extent, these arguments are by analogy from very rapid in-
flations, including hyperinflations. Although there may be losses of
output from moderate inflation, it seems obvious to me that the
losses from even a mild recession must be very much larger.

In terms of income distribution, both recession and inflation cause
distortions. These can be deplored regardless of how one believes
income should be distributed, simply on the ground that arrange-
ments to distribute income in certain ways should not be set aside by
events that the parties to such arrangements did not anticipate. The
principal losers from inflation, as almost everyone now knows, are
creditors and fixed-income receivers, including pensioners and civil
servants. The principal losers from recession are the unemployed,
stockholders, and proprietors of unincorporated businesses. The in-
come losses to the unemployed in recessions must surely be sharper
than the losses imposed on fixed-income receivers by historical peace-
time inflations. However, in recent recessions they have not asted
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long. One can also argue that many of the victims of inflation are
concentrated at the very bottom of the distribution of income by size
and thus have the least ability to sustain losses.

It is sometimes said that the danger of inflation is now greater than
the danger of recession. I cannot agree with this view if it is inter-
preted as meaning that peacetime inflation as we have known it in
the past is the worse evil when it occurs. But the statement can
snsibly be interpretLed to mean that inflation is the more likely evil
because political incentives all lead the Government to err in this
direction. Few Members of Congress would dispute that it is more
popular to vote for tax cuts than for tax increases, for expenditures
than against them, and for low interest rates than for high ones.

Yet if we are really forced to choose between inflation and reces-
sion, the bias toward inflation may be the right one. By this I
emphatically do not mean that inflation is either inevitable or desir-
able. But until we have learned to avoid both inflation and reces-
sion at once, I feel that unemployment in excess of 6 percent of the
labor force requires vigorous expansionary policies even though price
indexes are rising. The added output resulting from choosing an
inflationary rather than a recessionary bias can be used in part to
compensate the groups that lose from inflation-for example, by pro-
viding higher levels of old age insurance benefits.

I also agree with Dr. G. L. Bach that if our economy seems likely
to have an inflationary bias, governments should not urge individuals
to become vulnerable to it nor prevent them from protecting them-
selves against it. This argues, for example, that one ought not ex-
hort the public to buy United States savings bonds, nor prevent by
law the sale of variable annuities.'

So long as there appears to be a conflict between high employment
and stable prices, there will be a great premium on devising policies
to combat each phase of the business cycle that will not aggravate
the opposite phase. There will also be a great premium on making
certain that our economic indicators mean what they seem to say, and
it is to this last point that I turn next.

IV. THE RELIABILITY OF PRICE STATISTICS FOR POLICY FORMATION

Economic stabilization policy is now formulated with one eye on
the unemployment statistics and the other on the price indexes. If
we are to steer a true course, it is essential that these instruments be
as good as we can make them. When they point in opposite direc-
tions, we find hesitation and conflict in the formation of policy.

The events of the late summer and early autumn of 1957 illustrate
this situation. Despite signs of declining output and employment,
Federal Reserve Board policy was still restrictive. The rediscount
rate was raised early in August and member bank borrowings from
the Reserve banks remained much larger than excess reserves. In
explaining Reserve Board policy during this period, Chairman Mar-
tin has emphasized the continuation of inflationary trends, and in
particular the new high reached by the Consumer Price Index as late

1 See G. L. Bach, Inflation: A Study in Economics, Ethics, and Politics (Providence,R. I., Brown University Press, 1958), pp. 85 ff. Some, though not all, of the views in
this section of this paper I hold in common with Bach, and for all of these his explanation
is more complete than mine.
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as November.2 On the other hand, the Chairman of the Council of
Economic Advisers has expressed the view that "sternly restrictive"
monetary policy continued after the economy had turned down, and
he seems to attribute this to heavy reliance on the Consumer Price
Index as a guide to policy. For his own part he stated, "When I
was informed of the increase in the Consumer Price Index [for No-
vember] * * * my feelings toward the Consumer Price Index as a
guide to economic policy, and those feelings have never been very
warm, took a sharp turn in the direction of disenchantment." 3

In defense of the Consumer Price Index it must be said that it has
been vastly improved in recent years, and is probably the best index
of its kind in the world. It is an invaluable series compiled by able
people. One must nevertheless be concerned whether it is adequate
for the kind of use that is now being made of it, both in the formation
of public policy and in the so-called escalator clauses of private wage
agreements.

Whenever we want to improve a price index, our first thought is
to increase the sample of items or localities covered. While there
may be some particular parts of the index where this would be desir-
able, my main concern is in other directions. The chief problems,
I feel, are to improve the accuracy of the index in measuring month-
to-month price changes, and to estimate and correct as far as possible
any biases in its trend.

The upward movement of the Consumer Price Index from October
1957 to January 1958 was strongly influenced by two circumstances
that affected the index, at least in the short run, more than they should
have. The first was the rise in the prices of new automobiles, the
second was the rise in the prices of fresh fruits and vegetables as a
result of bad weather. The rise in new-car prices from October to
November is reported as the difference between the price of the new
model and the October price of the previous year's model, taking
account of dealer discounts. Thus the reported change from October
to November is not the rise from year to year in the price of new
models when introduced. This reported movement is too large be-
cause it fails to take into account the obsolescence of the previous
year's model during the year.

The rise in fruit and vegetable prices had too large an effect on
the index for a more general reason. The weights for the index
in all months are annual expenditure weights, and do not take into
account month-to-month changes in the expenditures on seasonal
items. The result is that erratic changes in prices of items that are
out of season have too much effect on the index. It would seem to
be worth while to develop a system of monthly weights that would
correct this defect and make the timing of changes in the index more
sensitive to the business cycle.

The problem of long-run bias is a much more important one.
When there is improvement in the quality of items included in the
index of a kind that cannot be eliminated by statistical adjustment,
the index has an upward bias; similarly, there is a downward bias
when quality deteriorates. This is clearly stated in the appendix on

2 United States Congress, Joint Economic Committee, hearings on the January 1958
Economic Report of the President, 85th Cong., 2d sess., 1958. Statement of William
McChesney Martin, Jr., pp. 385 and 389-390.

a Ibid., testimony of Raymond J. Saulnner, pp. 23 and 28-29.
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the Consumer Price Index in the Economic Report of the President,
January 1958 (p. 101). However, the matter is left at this point.
Since it is certainly true that over the long run the quality of most
products and services is improving, I think we can be reasonably cer-
tain that the index has a long-run upward bias. Of course, the index
is unlikely to rise for long if there is a decline in the true price level.
However, it is quite possible for the index to rise too much and too
Inno, w'hpn flip. tar nrinp. 1opTp is: ricinrr sqncl tofnl -F1an little, anni for
too short a time when the true price level is f alling. Over a period of
years, this bias can have a large cumulative effect.

What we really want to measure is not so much the price of what
we purchase as the price of the services these purchases provide. If
an automobile tire lasts twice as many miles at it used to, the price
per mile may have fallen even if the price per tire goes up. If one
can be cured of pneumonia by spending 1 week in the hospital instead
of 2, the cost of getting well has fallen, although the price per day of
a hospital room may be rising. To some extent, precision in specify-
ing commodities may work against us in such situations. If orlon
provides services equal or superior to those of wool at lower cost, the
price of sweaters, for example, is falling. But if we treat wool
sweaters and orlon sweaters as different commodities, this "price
decline" will never be reflected in the index.

Closely related to the problem of quality change is the problem of
completely new products. The price of new products typically falls
rapidly relative to other prices when the product is first introduced.
Later the price may stabilize or rise. The trend of price indexes will
be influenced by the time when such new products are first included
in the index. Typically such products have been introduced into the
Consumer Price Index only after they have been in use for a con-
siderable period, and this may contribute to an upward bias of the
index.

The purpous of aisinig tese Ieclmiall issues is to suggest that we
may be paying a high price in terms of restrictive monetary or fiscal
policy to keep price indexes from rising when the true level of prices
is really stable or declining. It is certainly not inconceivable that
the true level of prices is now lower than it was 5 years ago. If
there is such a bias, it would be far cheaper to devote resources to im-
proving the indexes than to suffer unnecessary unemployment.

What is needed, in my judgment, is to give the Bureau of Labor
Statistics funds not so much for the expansion of current data collec-
tion as for more fundamental research into the possible ways of im-
proving price indexes and testing their long-term movement
against evidence not incorporated in them. This will require addi-
tional personnel at high levels of training and ability. It may also
require freedom to contract for the services of outside groups.
Moreover, we must remember that the main purposes of Government
statistics are to guide public policy and to further scientific inquiry.
Business and labor groups that use price indexes in private agree-
ments have every right to present their views on methodology, but
these views must not be controlling.

Much could also be said about the Wholesale Price Index along
similar lines, but I have already dwelt too long on such matters.
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V. THE RELIABILITY OF UNEMPLOYMENT STATISTICS FOR POLICY
FORMATION

The official unemployment statistics seem to me to be free of serious
bias. The Census Bureau's current population survey has been greatly
improved in coverage in recent years and the sampling error has been
reduced. The concept of unemployment has been improved by in-
cluding temporary layoffs in the unemployed. The various major
series on the labor market-total unemployment, insured unemploy-
ment, employment in nonagricultural establishments, average weekly
hours, and labor turnover-cannot be completely reconciled, but all
tell a consistent story. Figures on partial unemployment are now
available each month, and can be added to the figures on total unem-
ployment if desired. Those who like the concept of full-time equiva-
lent unemployment should realize, however, that this measure of un-
employment is higher than the ordinary one by a larger amount in pros-
perous years than in recession years. The resulting unemployment
percentages, though at a higher level, are, therefore, less sensitive to
economic contractions than the figures ordinarily used.

On the whole, it does not seem probable that the unemployment
statistics have been seriously misused in policy formation. There are,
of course, ways in which they could be improved, but such improve-
ment is unlikely to affect our decisions.

VI. PRIVATE PRICE POLICY

Let me now return from the byways of statistics to the main issues
at hand. We have seen earlier that the need to choose between infla-
tion and recession is often blamed on "sellers' inflation" or its variants,
and that this malady is thought to arise from the unwise policies or
unhampered strength of business firms and labor unions. Frequently,
advice is given to these private groups on how to conduct their affairs
in the public interest. Thus the Economic Report of the President,
January 1957, said:

Business in its pricing policies should avoid unnecessary price increases,
especially at a time like the present when demand in so many areas presses
hard on short supplies.

A year later, the economic report advised business management
against "price increases that are unwarranted by costs."

This seems to me to be bad advice both from the point of view
of business and from the point of view of the economy as a whole.
Perhaps it is fortunate that such advice is seldom heeded. The diffi-
culty with the position underlying the advice is that for the sake
of stability of the general price level it urges stability of particular
prices, which should be flexible if our economic system is to work
efficiently. Individual prices must be free to change not only in
response to changes in cost but also in response to changes in demand.
To determine prices from costs alone is to reduce pricing to the "just-
price" concept of medieval economics, or to make all industries behave
like regulated public utilities. The present plight of our railroads
suggests the ultunate result of this course.

When the demand for a commodity rises in an area of the economy
where resources are being fully used, an increase in prices relative to
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costs serves three important functions. First, it allocates the com-
modity to the most important uses until the supply can be increased.
Second, it induces some people to postpone their purchases or to use
substitute commodities. Finally, it encourages present producers
to expand their output and encourages new producers to enter the
market. This will ultimately eliminate excess profits and perhaps
will lower costs where they fall as the volume of output increases.
Efforts to induce "price restraint" should therefore be confined to parts
of the economy that have excess capacity.

All of this, of course, can be learned in any good textbook on
elementary economics. When I mention it in public discussion, how-
ever, I find myself accused of being an "old fuddy-duddy." It is felt
that such things were relevant in 18th century Scotland, but should
now be relegated to the classroom while practical men adjust to the
realities of the 20th century. It is, indeed, said in a nation whose
rapid progress owes so much to the free market to find this vital con-
temporary force regarded as an academic fiction. There are, to be
sure, serious impediments to the operation of free markets in our
economy. But the task of policy should be to reduce them, not to
reinforce them. Public policy should create an environment in which
private pricing decisions made in terms of self-interest will be con-
sistent with stable general price level.

According to one popular view, inflation is caused by large corpora-
tions or oligopolies that administer prices. My colleague Martin J.
Bailey has argued elsewhere in this compendium that so-called ad-
ministered prices are not as rigid as they seem, a view with which I
agree. To the extent that they are rigid, their role in inflation seems
to me to be widely misunderstood. Administered prices do not rise
faster than competitive prices. On the contrary, they rise more slowly,
and at times of very strong demand they may be held below the levels
that would clear the market, creating waiting lists and grev markets.
When administered prices do rise, they are likely to catch up with
the parade in large jumps that attract more attention than the incon-
spicuous upward creeping of competitive prices.

The difficulties arise because administered prices, having once
reached a high level, are much slower than competitive prices to recede
from it when demand falls. This undoubtedly contributes to the fail-
ure of price indexes to fall in recessions. Larger and prompter price
declines when demand falls would probably serve to maintain output
and employment in recessions. They might also serve to moderate
inflationary pressures in times of high demand, for once they could
be anticipated, they would encourage the postponement of purchases
when prices rise.

The proposals for dealing with administered prices advanced by
many distinguished economists run in terms of some kind of govern-
ment price regulation in peacetime, including the application of pub-
lic-utility-type regulation to all highly concentrated industries, or
requiring such industries to give advance notice of price changes. If
I am right in believing that the principal trouble with administered
prices is that they are too rigid, then such proposals would make mat-
ters worse rather than better.

The prevailing view seems to be that rigid prices are inevitable in
an economy of large-scale enterprises, and that it is useless to seek to
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do anything about them. But we have seldom tried to do much about
them, and indeed in many areas Government policy requires or sus-
tains rigid, administered prices. If the Congress is concerned about
price rigidity, there are many things it could do to make our economy
more flexible and responsive to demand. It could, for example, with-
draw the power of the Interstate Commerce Commision to set mini-
mum rates for transportation, so that carriers who believe it profitable
to lower rates would be free to do so. There is a tragic irony in having
a Federal agency set minimum prices in the name of promoting com-
petition. Congress could also remove the Federal support of resale
price maintenance so that retailers would be free to cut prices of
branded products when they believe it in their interest to do so. It
could reduce or better yet completely eliminate tariffs on steel, auto-
mobiles, chemicals, and other products of highly concentrated indus-
tries. Surely our automobile, steel, and chemical industries are effi-
cient enough not to need artificial protection. Such a move would
serve to check excessive price increases by encouraging foreign com-
petition when domestic prices are raised. I do not mean to endorse
tariffs on products of competitive or inefficient industries, but tariff
reform must be gradual, and the concentrated industries are a good
place to begin.

Congress could remove the power of States to set quotas on the pro-
duction of petroleum going into interstate commerce; such quotas
must be more important than any collusive action among petroleum
companies in sustaining petroleum prices when demand is declining.
Finally, Congress could eliminate the price supports that hold the
prices of some farm products, such as wheat, far above reasonable
levels. Although I believe that we need some kind of Federal pro-
gram to help agriculture, I can seen no defense for the particular

iorm this program now takes.
There is also much that could be done to strengthen competition.

The tax laws could be revised to remove the incentives for profitable
corporations to buy out corporations with deductible losses. Estate
tax laws could be revised to make unnecessary the sale of family-
owned enterprises to meet estate tax liabilities. The patent laws
could be reviewed to see whether they are fostering monopoly. Note
that I have not yet mentioned the antitrust laws. I believe that the
antitrust laws should be strengthened and enforced, and that there
may be cases in which the breaking up of large corporations is sound
public policy. But it is ridiculous to contend that large-scale trust-
busting is the only way in which administered prices could be made
more flexible. If the Government is to condemn private enter-
prise for using rigid prices, it should itself cease being the greatest
single source of price rigidity in the economy.

One point should be made clear about the relevance of all these
measures to inflation. Tariffs can serve as an example. The value
of lowering tariffs is not the fall that this would cause in the domestic
prices of some imported commodities. The effect of this fall on the
general price level could be largely offset by rises in the prices of com-
modities we export as a result of the increased foreign demand for
them. The effects of changes in particular prices on the price level
can never be determined by a mechanical recomputing of the price
indexes; chains of economic causation must be traced through.
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The contribution of tariff cuts to preventing inflation would be
that they would increase the possibility of using imports to break
bottlenecks in our economy and to check excessive price increases, so
that prices of particular goods in short supply would be slower to rise
when the economy as a whole was not operating at capacity. This
would permit a higher level of employment to be consistent with price
stability.

niI. rimn= VwAfn r'JJJJVlJJ

The view that administered prices cause inflation is widely held
by trade-union leaders; the view that union wage pressures cause
inflation is just as widely held by businessmen. These views are
simply variants of the same theory. The wage-push variant holds
that union power pushes up wages and that this in turn raises labor
costs and hence prices. The monetary authorities, committed to full
employment, are then forced to expand the money supply to make it
possible to sell the old output at the new price level. If the mone-
tary authorities do not expand the money supply, the wage and
price increases will cause a recession.

So long as the role of the monetary authority is this process is
not neglected, there is no logical fallacy in the theory. But there
has been little systematic marshalling of evidence to show that this
process has actually taken place. For the most part, the view is
based on casual observation.

Those who have sought to examine the statistical evidence with
care can testify that it is often extremely difficult to tell a price pushed
up by costs from one pulled up by demand, or a wage raised by union
power from one raised by a labor shortage. Before we make any
drastic changes in our delicately balanced system of labor law, much
more such careful examination of evidence is needed. The early find-
ings certainly do not all point in one direction. In particular, the
evidence suggests that the price rises of 1956 and 1957 were largest for
services, where unionization is weak, and for finished producer goods,
where the investment boom could have caused an old-fashioned de-
mand inflation. Consumer durables, produced in concentrated, union-
ized industries, are cheaper now than they were in 1952.

Turning to wages, we have a large body of evidence that collec-
tively-bargained wages, like administered prices, lag during rapid
inflations and therefore can hardly be a cause of them. The role of
collective bargaining in periods of gradually rising prices requires
much further study. It is interesting to note that since 1951 the
earnings of white-collar workers in large cities have risen more than
the earnings of production workers in manufacturing in these cities.
The white-collar workers are almost entirely unorganized, while the
production workers are heavily organized.

In support of the wage-push view it is often pointed out that unit
labor costs (in money terms) have risen faster than average pro-
ductivity. But in a period of inflation this observation is a truism.
It does not help us tell whether wages pushed up prices or demand
pulled up wages.

The Economic Report of the President, January 1958 states that-
The leadership of labor must recognize that wage increases that go beyond over-
all productivity gains are inconsistent with stable prices.
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Like the report's advice to business, this advice seems to me to be
useless in making specific decisions. It would be fine if on the average
wage increases equaled the rise in overall productivity in the economy
as a whole, but there is no presumption that any particular wage
increase must or should. Where labor is scarce or initial wages are
inequitably low, wage increases should be larger than average pro-
ductivity gains. Where labor is in persistent surplus, wages should
increase little or not at all. Free labor markets and free collective
bargaining seem to produce such adjustments, and I seriously doubt
whether any kind of wage regulation could do as well.

Unions have a particularly good record of reasonableness in wage
demands in such industries as textiles and clothing where the demand
for labor has been consistently weak. The adjustment of union wage
policy to temporary declines in demand in industries much affected
by the business cycle leaves more to be desired. Just as price cuts
in recessions could make a contribution to stabilizing employment,
so could the foregoing of wage increases, including those negotiated
earlier under long-term agreements. That unions do not agree with
this is perhaps the result of their acceptance of the "'purchasing-
power" theory of wages. As J. M. Keynes pointed out, classical
economics erred in urging wage cuts in recessions. Wage cuts reduce
purchasing power as much as they reduce costs, and thus may not
contribute to recovery. But in advocating wage increases the unions
make the opposite error. Wage increases can raise costs as much as
they raise spending, and thus contribute nothing to raising output
and employment. Thus union economics is not Keynesian economics;
it is classical economics stood on its head.

There are undoubtedly places in the economy where unions have
the power to set wages that are clearly excessive, and such power
should be checked by law. But the unions with such power do not seem
to be the new industrial unions whose advent is said to have changed
our economic system so greatly. Rather they are for the most part
the old craft unions in such industries as the building trades and the
railroads.

vIII. MONETARY AND FISCAL POLICY

Earlier in this paper I mentioned that the difficulty of achieving
reasonably full employment with stable prices requires great care in
the choice of countercyclical policies. The proper policies should
take effect promptly and their effects should end promptly, so that
antirecession measures do not linger into the recovery and raise prices,
and anti-inflationary measures do not linger into recessions and
deepen them. From this point of view, the best countercyclical
measures are the built-in fiscal stabilizers, whose effects are modified
automatically as conditions change. Unfortunately, we have tended
to take these built-in stabilizers too much for granted.

One of the most important of these stabilizers is unemployment
insurance. Through the erosion of real benefit levels by inflation, our
unemployment insurance system has been allowed to fall into a
shocking state of neglect. There is now wide agreement on the need
to improve the system, both in the interests of the unemployed and
in the interests of the economy. But we are unfortunately in the
position of the man who refused to fix the leaks in the roof until it
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rained. What is needed is not merely emergency Federal supple-
mentation of unemployment insurance, but a permanent improve-
ment of the system. The States have been urged by the President
for several years to improve benefit levels, and relatively little has
been accomplished, perhaps because of interstate competition for
industry. Average weekly benefit levels are still in the neighborhood
of $30, little more than a third of usual earnings. In my opinions

wve nleea Feuerai enefitu stanuda Us that vould require the States to
pay the great majority of unemployed workers half their regular
earnings. The lengthening of the maximum duration of benefits, at

least during recessions, is also highly desirable. However, the costs
of extended duration should not be charged against the payroll taxes
of particular employers. We should also extend the unemployment
insurance system to most of the employees not now covered by it.

It has not been widely noticed that just as real benefit standards in
unemployment insurance have been eroded by inflation, real eligi-
bility standards have also been eroded where they are expressed in
dollar amounts. As a result workers sometimes qualify for benefits
on the basis of a few weeks' work. By paying benefits to those
loosely attached to the labor force, the insurance system may pay
out too much in good years as well as too little in bad years, further
reducing its countercyclical effect.

Our system of Federal taxes is another major built-in stabilizer
whose stabilizing effects could be strengthened. For example, we
should work toward a system that relies less on excise taxes, since
they are less sensitive to changes in economic activity than are income
taxes. (They are also bad taxes on other grounds.) The system of
withholding taxes at the source, which has contributed so much to the
cyclical flexibility of personal income tax collections from wages and
salaries, should be extended to dividends and interest payments be-
yond small amounts. This would permit both more built-in flexibility
and the prompter effectiveness of changes in rates. It would inci-
dently capture a lot of revenue now lost through tax evasion, and thus
permit cuts in the tax rates of honest taxpayers.

'We may some day be able to rely entirely on built-in stabilizers and
monetary policy to achieve economic stability, but this does not yet
seem possible. Given the present structure of taxes and expenditures,
countercyclical changes in tax rates are still sometimes necessary.
Thus a major tax cut clearly seems necessary now (March 1958).
Two points should be made about changes in tax rates; First,
countercyclical changes in tax rates, especially in the highly complex
personal income tax, cannot be made the occasion for tax reform
without creating controversy that will delay changes in rates beyond
the time of greatest need. The difficult issues of tax reform must be
considered carefully and slowly, while countercyclical changes in
rates must be prompt. Second, the countercyclical effectiveness, of
changes in income tax rates does not depend heavily on whose taxes
are changed. The disposable income created by a tax cut in any in-
come bracket will almost all be spent rather than hoarded. That is,
it will be used either for consumption or for investment, and from
the point of view of stability it does not much matter which. Recog-
nition of these two points would go a long way toward achieving
agreement on some kind of simple standby program for counter-
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cyclical changes in tax rates, such as equal percentages changes for
all taxpayers, which could be put into action without long debate.

If built-in stabilizers are the best countercyclical weapon, in terms
of the conflict between price-stability and high employment, surely
undertaking new public works is the worst. In the short business
cycles of the postwar period, public works authorized during reces-
sions would not get underway until the recession was over, when their
increased volume would serve to contribute to inflation. Attempts
to curtail public works during investment booms might take effect
just in time to intensify the next recession. This does not mean that
we do not need more schools, hospitals, or urban renewal projects. It
does mean that such projects should be undertaken on their merits
regardless of the phase of the cycle, and the cyclical variation in the
Federal budget should come, except for social insurance, largely on
the tax side.

To some extent, it may be true that monetary policy shares the de-
fects of public works. Private investment in plant and equipment,
like public investment, is planned long ahead. Thus while monetary
policy can be changed quickly, it may take effect slowly. This does
not mean that monetary policy has no role to play in combatting re-
cession and inflation. Variations in the short-term rate of interest
can help to minimize inventory cycles, and influence the extension of
conisumer credit and other short-term credit.

If I am correct in thinking that monetary policy is least useful in
controlling fixed investment, this supports the Federal Reserve's "bills
only" doctrine, which tends to make short-term rates fall more than
usual relative to long-term rates in recessions, and to make them rise
more during recoveries. The policy is thus justified not on technical
grounds, nor, as is sometimes argued, because it is neutral with re-
spect to the term structure of interest rates (which it is not), but
precisely because it departs from neutrality in the right way.

Insofar as monetary policy is designed to influence fixed invest-
ment, the events of the last few years suggest that we have relied on
it too heavily. Raising interest rates from 1955 to 1957 may have
done rather little to curtail investment then underway, and a good
deal to curtail investment planned for 1958. Similarly, if lower long-
term rates encouraged the undertaking of new projects in 1954, these
projects may actually have been constructed just when the economy
was again experiencing inflationary pressures. Greater reliance on
fiscal policy would have spread countercyclical pressures more evenly
through the economy instead of concentrating them on the long-lived
investments where interest costs are most important and planning
periods are longest. Thus I suggest that the critics of tight money
in 1956 and 1957 were partially right if-and only if-they would have
been willing to use higher taxes and lower Government expenditures
in its place.

* * *

This paper, in its effort to unify the discussion of price-level sta-
bility and its relation to full employment, has touched lightly on a
variety of issues. It offers many opinions, with little room for the
facts and reasoning needed to back them up. It will thus satisfy no
one, least of all myself. However, if it serves to stimulate the re-
examination of issues on which stereotyped views are developing,
I shall be content.



A GENERAL VIEW OF THE INFLATION PROBLEM

Herbert Stein,1 Committee for Economic Development

I suppose there is general agreement that inflation is a bad thing.
There is disagreement about how bad it is, and about the particular
nature of the evil, and especially about whether this evil is a necessary
and worthwhile price to pay for certain desirable objectives. But
people don't go around saying that in and of itself inflation is a good
thing.

The evil of inflation results mainly, perhaps entirely, from its
being uncertain. One can conceive of an inflation that is not uncer-
tain. The Government could announce and adopt as its policy that
the general level of prices should rise x percent a year-that the value
of money should fall by x percent a year. Probably it could carry
out such a policy, within a tolerable margin of error, so that people
would come to expect a steady rise in the price level, would base their
actions on that expectation and would not be disappointed. There
might be nothing at all wrong with such a situation. But this is not
the kind of inflation we have had, or are likely to have or the kind
that anyone is proposing. The process of adjusting all contracts, in-
cluding credit contracts and wage contracts, to a certainly foreseeable
inflation would be difficult and expensive. Different people would
adjust to it at different rates and many would be hurt in the process.

So what we are talking about is an inflation that is uncertain, at
least as to its rate. We are talking about creating or tolerating a risk
in almost all economic transactions that is not inherent in the economic
system. We know that this loads the dice against certain classes of the
society-classes on fixed or relatively fixed incomes and owners of
fixed-dollar assets. One can argue that this also loads the dice in
favor of certain groups in the economy in a way that contributes to
economic growth. For example, we used to think that, since wages
lagged, inflation raised profits which were largely saved and added
to the funds available for investment. The wage lag is no longer
so apparent as it once was, but it illustrates the point.

In my opinion it is not necessary to argue whether the gains from
inflation-in terms of economic dynamism-are worth its cost. These
gains, insofar as they are real, are achieved by fooling people-by
leading some people to think that the value of money will be some-
thing different than it actually will be, and something different than
we actually intend it to be. Even if this did have certain economic
advantages, fooling people is simply not a legitimate basis for public
policy. We cannot expect that everyone will accurately anticipate
the consequences of public policy. But it is immoral to adopt a public
policy-such as a policy of tolerating or creating inflation-when it
can only achieve the advantages sought if people are fooled by it.

' The views expressed are the author's and not necessarily those of the Committee for
Economic Development.
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Because this moral problem is involved, the maintenance of general
price stability comes as close to being an imperative of economic policy,
in my mind, as anything can be.

Everyone knows, in a general way, how inflation can be prevented.
There is some degree of restraint of demand that will keep prices from
rising on the average. I don't think that people who emphasize the
importance of rising costs as a cause of inflation are denying this.
They are saying that restraint of demand sufficient to prevent inna-
tion will have undesirable consequences. This is a major point to
which I return below. There is also agreement that means exist for
restraining demand in any desired degree-not precisely in the amount
and time desired, since certain lags and errors are inevitable, but well
enough to prevent large and persistent inflation. The means are
monetary policy and Federal budget policy. Questions can be raised
about these means-about the best combination of them, about possible
undesirable byproducts of their use, and about ways of improving
them. But these questions do not run to the basic adequacy of the
instruments.

If we know how to prevent inflation, and have the means to do so,
what is the problem? As I see it, there are three main problems:

1. The possibility that under conditions of high employment labor
costs and prices will rise, so that, while inflation can still be prevented
by restraint of demand it can only be prevented by restraining demand
enough to cause "substantial" or "unnecessary" unemployment.
* 2. The possibility that fluctuations of demand, even if there is
no upward trend, will result in an upward trend of prices, because
prices tend to rise when demand rises and do not fall when demand
falls. This might be considered an aspect of the immediately pre-
ceding point.

3. The political problem of getting agreement on the particular
method of restraining demand even if there is agreement on the
desirability of restraining demand in general. Demand cannot be
restrained "in general," although some methods of restraining de-
mand are more general than others. Different people have interests
for or against the use of particular methods, and failure to agree
may lead to an impasse where nothing can be done.

I shall discuss each of these problems in turn.

THE WAGE-PRICE PUSH

There has been much talk in recent years about the "new" inflation.
What I suppose is the fundamental discovery of the "new" inflation-
ists is that prices and wage rates go up when somebody raises them.
But I can hardly regard this as a new" explanation of inflation. It
is probably the oldest, most primitive and most naive explanation.

The fact is that most sellers, whether of food or of labor, would
always like to raise their prices (or wage rates). But it is also a fact
that they do not always raise them, and never raise them without
limit. The whole attempt of economics has been to discover the con-
ditions that determine whether prices do or do not rise, and the
amounts by which they rise, given the fact that sellers would generally
like higher prices.

One of the conditions that economics has found to be most im-
portant is the state of demand. Even though sellers would like to
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raise prices they are limited in doing so by the thought that if they
do they will lose sales and earn less income than they would if they
charged a lower price. But when demand rises they can raise prices
without losing sales, so this inhibition is relaxed and they "decide"
to raise prices. There is no conflict between the view that prices rise
because somebody raises them and the view that somebody decides to
raise them because demand is high or rising.

The "new inflationists" have not found a qualitatively different kind
of inflation, independent of the state of demand. What is interesting
and needs consideration in the new inflation argument is the assertion
that the quantitative relation between demand and inflation is different
than we previously thought. We always knew that if total demand
exceeded the value, at stable prices, of the output that could be pro-
duced at full 100 percent employment of the labor force, prices would
rise. We also knew that prices would rise if demand were as large
as the output that could be produced by employment of 99 percent of
the labor force. But we thought that prices, on the average, would not
rise if demand were only as large as the output that could be produced
by, say, 96 percent of the labor force.

Now many economists are asserting that the critical point is not
96 percent but something lower. They believe that if demand is suffi-
cient to keep 96 percent of the labor force employed, prices will rise.
I am not aware that anyone who thinks this has yet specified at what
level of employment prices would not rise, but they do not seem to be
denying that there is some such level.

The possibility that this assertion is correct cannot be ruled out on
a priori grounds. The difference between 96 percent and 94 percent
or 92 percent as the rate of employment at which prices would be stable
is not a matter of principle but a matter of fact. A difference of prin-
ciple is sometimes implied on the basis that inability to raise employ-
ment above 96 percent without inflation is due to "frictions" whereas
inability to raise employment to 96 percent without inflation is due to
adverse price or wage behavior. Unemployment up to 4 percent is
believed to be frictional and in some sense "physically" necessary
whereas unemployment above 4 percent is not. However, I do not
believe that this distinction is valid. Frictional unemployment is an
economic phenomenon, at least in large part. How much frictional
unemployment is necessary depends upon the responsiveness and flexi-
bility of wage rates and prices. Therefore, in my opinion, 5 percent
unemployment is not qualitativley different from 4 percent, although
it is obviously more serious because it is bigger.

As I have said, whether prices would rise, on the average, if demand
were only sufficient to keep 96 percent of the labor force employed is
a matter of fact. And the facts are quite unclear. The relevant ex-
perience in American history is the postwar inflation. This inflation
came in three surges. In the first two of these, 1945 to 1948 and
1950-51, demand was clearly excessive, rose very rapidly and was
strong enough to bring unemployment below 4 percent. In the third
-episode, 1955-57, we had a very rapid cyclical expansion of demand.
Productivity increased at less than the normal rate. Moreover, the
rise of wage rates, and possibly also of prices, reflected the ideas of
what was normal and possible built up during the earlier postwar
years.
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In short, we have no experience of a sustained period of demand
just sufficient to maintain 96 percent employment, and are unable to
conclude from evidence what would happen in such a period. Also,
the reasons advanced for believing that prices would rise under such
conditions are not convincing to me. The most usual reasons are the
strength of unions and the commitment to high (full?) employment.
But we should remember that only about one-third of all workers are
organizd in unions, Inot all of which arc strong. Evena "strong"
union may be responsive, in its wage demands, to the existence or
danger of unemployment. And while it is usually said that the wages
of unorganized workers will follow the lead of the organized, I have
seen no explanation of this other than a high demand for labor gen-
erally. Moreover, the commitment to high employment is not, even
on paper, a commitment about employment of particular persons in
particular occupations or particular industries. It does not, for the
individuals or organizations that make wage decisions, eliminate the
possibility that they may price themselves out of the market.

I am not trying to prove that prices will not rise if we maintain
steady 96 percent employment. 117hat I am trying to suggest is that
we don't know. This may seem a weak conclusion, but in fact it is a
very important one. One thing it means, of course, is that we should
try to find out. But if we are realistic we must recognize that we
are not likely to find out very quickly. Policy will have to be made
for some time to come in the presence of substantial ignorance. We
should not commit ourselves to radical and irreversible measures on
the assumption that we know something we don't. I would regard
acceptance of inflation as public policy, or price and wage controls,
as such radical and irreversible measures. Once we embark upon
either of these courses we will never know whether we could have
gotten along without them.

Prudent policy, in the face of our ignorance, would be to keep
demand from rising too fast and see what happens. This would be
the best test of the validity of the new inflation argument.

It is commonly assumed that if we cannot have, say, 96 percent
employment without inflation we can have it with inflation. But this
is by no means obvious, and for the long run seems to me rather doubt-
ful. The problem may be illustrated by a simple case. Suppose the
cause of the inflation-employment dilemma is that when we have 96
percent employment labor demands and gets 5 percent per annum
wage increases but productivity rises only 3 percent per annum. In
these conditions prices have to rise. But whether the price rise suc-
ceeds in making 96 percent employment possible depends on whether
labor is demanding a 5-percent increase in its real wage or only a 5-
percent increase in its money wage. The price rise cannot give a 5-
percent increase in real wages if productivity is rising only 3 percent.
If labor is bargaining for real wages, unemployment will have to be
high enough to hold real wage demands (meaning not what labor
asks for but what it will accept as a condition for working) to the
amount that productivity will support. In the long run it seems to
me reasonable to regard labor as bargaining for real incomes.

I use labor in this example only for simplicity and not to suggest
that "the problem," if there is one, is necessarily or exclusively a
problem of labor. The problem is the combined return that all the
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factors of production demand as a condition for supplying resources
to production.

THE 46RATCHET) PROBLEM

There is concern, which seems to me well founded, that fluctuations
of demand will leave behind a residue of persistent inflation. This
has been called the ratchet problem. Prices rise in a cyclical expan-
sion of demand and do not decline in subsequent contractions.

This is not a new problem. Prices characteristically did not decline
in moderate contractions in the past. What is new is that we will try,
properly and I believe successfully, to keep all contractions moderate.
So we will not have the deep depressions that did bring prices down.

The most promising approach to a solution of this problem, as I
see it, is to keep ourselves in a position to moderate the rate expansion
of demand in cyclical recoveries. We tend to get a rapid upward
surge of demand that exceeds the pace at which real output can recover
and that puts pressure on labor markets. This is partly the result of
tardiness in reversing the measures that were taken to halt the pre-
vious recession. For example, with the aid of hindsight we can now
see that monetary restraint should have been more promptly and rig-
orously applied after the economy began to recover in 1954. An even
more important difficulty arises from the possible use, as antirecession
measures, of instruments that are difficult to reverse in recoveries.
This is notably true of antirecession public works and other expendi-
ture programs. This is one of the main reasons for primary reliance
upon tax reduction for combating recessions, and a powerful reason
for making all possible advance provision for terminating the tax
reduction when recovery is well underway.

THE POLITICAL PROBLEM

Any proposal for combating inflation by restraint of demand en-
counters a serious political difficulty. (Other attacks upon the prob-
lem encounter even more serious difficulties, but I am not discussing
them here.) The difficulty is that restraint of demand does not fall
as the gentle rain from heaven. It comes from a visible source, it
affects different people differently, and the people most affected are
not going to like it. Every group in the economy, while avowing its
desire to prevent inflation, will resist those restraints of demand-
whether high taxes, curtailed Government expenditure, or tight
money-that impinge most upon it. And we may be unable to get
agreement on an adequate program of restraint.

There is basically no solution to this problem except understanding
produced through education and leadership. Amending the Employ-
ment Act to include price stability as an objective would help to
promote understanding. Anything that can be done to insulate the
Federal Reserve from pressures is helpful. But in the end there is
no substitute for public discussion led by informed and respected
people who are willing to tell themselves and the public the truth.



RELATIONSHIP OF PRICES TO ECONOMIC STABILITY
AND GROWTH: A STATEMENT OF THE PROBLEM

Robert C. Turner, Indiana University

In the broadest language, the problem implied in the title may be
stated as follows:

1. Vigorous economic growth, closely approximating at all times
our potentialities for growth, is a desirable objective of public policy;

2. A high degree of stability in the general price level is also de-
sirable;

3. Is it possible to achieve both of these objectives at the same
time, or are contemporary and prospective circumstances such that
we must sacrifice in some measure one objective if we are fully to
achieve the other? If the latter is so, what is the optimum balance
between such conflicting objectives and how may it be achieved?

T'HE OBJECTIVE OF ECONOiMIC STABILITY

Economic stability 1 is not a static concept, as the word "stability"
might imply. It can be defined only in terms of relationship to a
growth potential pattern. It is the achieving of a level of output
which bears a more or less fixed relationship to the Nation's growth
potential. Conceptually, stability could be achieved at any level of
output in relation to output potentials. When "stability" is used as
a policy objective, however, we clearly mean a high level. How high?
My answer would be that it should be as high a proportion of our
output potential as possible and still be reasonably consistent with
the continuous achieving of that objective.

The reader is warned that, if he accepts this definition of the ob-
jective of economic stability, he is making quite a conceptual break
with the past. A generation ago, stability was generally conceived
somewhat as illustrated in figure 1. It consisted of averaging out the

eeaks and the valleys of business activity at a happy mean. Our
efinition, however, is illustrated in figure 2. It means a level of

activity very close to full employment, capacity levels. Furthermore,
it is a constantly rising goal, as a growing labor force and increasing
productivity multiply our output potential. Most of the deviations
from the stability objective are on the downside. Only infrequently,
under conditions of unusual pressure, do we exceed the objective.

'The term "economic stability" is variously used In economic literature. To some, It
means only stability of production and employment. Others add to that the concept of
price level stability. I assume from the assigned title, "The Relationship of Prices to
Economic Stability * * *1 that the former definition is intended here. Moreover, as I
will bring out presently, the two types of stability are by no means perfectly correlated.
It is well, therefore, to keep the two concepts separate and distinct.

671



ECONOMIC STABILITY AND GROWTH

STABILITY

0

-Z ACTUAL

TIME'

FIGURE 2.

STABILITY |

0
D I

ACTUAL

TIME

Another matter of definition. I am using the term "inflation" in
its simplest and usual sense as simply a rise in the average level of
prices with no indication, implied or otherwise, as to the cause of that
rise. And the term "inflationary forces" means any combination of
circumstances which leads to a rise in the price level. The phrase is
sometimes defined in terms of a relationship of the money supply to
the volume of transactions, or of the flow of income to the physical
volume of goods offered for sale. Such definitions may be useful in
certain situations, but they involve an implicit assumption as to
causality, even perhaps of unique causality, which is open to question
and in any event narrows the area of analysis. I prefer to treat
causation explicitly as a separate matter.

As to "which prices?" it really does not matter much as long as
the products covered are end products and the coverage is large. The
Consumer Price Index of the Bureau of Labor Statistics is generally
adequate. The GNP price deflator is better for annual data, but the
fact that it is not presently available on a monthly or weekly basis
limits its usefulness.

Although I have defined the term "inflation" to mean any increase
in prices, let's narrow the definition a bit to exclude: (a) insignificant

FIGURE 1
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increases in prices-an "inflation" of 2 or perhaps even 10 percent a

decade would be inconsequential in comparison with other factors of

change in the economy or in a person's life; and (b) a runaway infla-
tion such as that experienced in Germany in the early 1920's. "Hyper-
inflation" is the usual term for this type of inflation. In other words,

inflation means price increases of roughly the order of magnitude
experienced in the United States in 1939-48, 1950-51, and 1956-58.

The question of the relationship of "prices" to economic stability
resolves itself into two lines of inquiry. The first pertains to the

effects of interrelationships of individual prices, or of categories of
prices, upon economic stability. In the main, I propose to omit

discussion of this facet of the problem and to use my allotted space

to discuss the second aspect which concerns effects in the general price
level on economic stability.

As we look back over the historical record, in this country and in

other capitalist countries, we see that, in general, fluctuations in the
price level and in business activity have been positively correlated. It

is instructive to look at this record carefully and to break it into time

periods when the price level has generally been: (a) falling; (b)
approximately constant; (o) rising.

Since the Civil War, when modern corporate capitalism may be said
to have come into being, there have been two periods of definitely
declining prices. The first was a prolonged one, from 1865 to 1896.

Wholesale prices declined, with relatively few interruptions, by over
60 percent during this period. This period also witnessed the long,

severe depression-of the 1870's, a lesser depression in the 1880's, and
another severe one in the 1890's. It was a period when rapid popula-
tion increase and industrialization did bring economic growth, to be

sure, but that growth was frequently interrupted by severe cyclical
downturns and recovery from the downturns was slow and often
incomplete. It was a period characterized by constant and bitter
complaint on the part of farmers and labor and by an exaggeration in

inequalities in the distribution of income.
The second period of markedly declining prices was a short but

pronounced one, from the late 1920's to the mid-1930's. There is no

need to chronicle here the havoc of that experience.
Even though real incomes may not decline in a period of declining

prices, the decline in money incomes which is so likely to accompany a
decline in prices reduces confidence in the future and undermines
speculative attitudes. Declining prices shift incomes from debtors to

creditors, but debtors (including corporate debtors) are our heavy
spenders. If the decline is severe or protracted, it can seriously reduce
the liquidity or even impair the solvency of financial institutions whose
obligations are payable in dollars and, even before this occurs, banks
and other lending institutions may, from precautionary motives, cur-
tail their lending activity. The conclusion seems inescapable that
marked and protracted declines in prices are not compatible with
economic stability.

Since the Civil War there have also been two periods of steadily
rising prices. The first began in 1896 and continued until the begin-
ning of World War 1.2 Wholesale prices rose about 50 percent during

2The sharp rise during World War I and the equally sharp but not as deep post-World
War I collapse are considered to be unique, war-related events.
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these two decades. This was a period of generally booming business
conditions. It has been called the Golden Age of Agriculture.
There were cyclical swings in business activity but they were mild and
recovery was rapid and complete. Even the financial crash of 1907-08,
which might well have triggered a major depression, proved to be a
short-lived affair, though the pall which this nasty "recession" cast
over the land is still remembered by an older generation.

Th seconU period of steacdily rising prices extended from the mid-1 9 30's to early 1951. A substantial part of this rise was war-related,
but the upward swing began well before the war began and continued
well after its end. This also wtas a period, at first of incomplete but
substantial recovery from the deep troughs of depression, followed
by 15 years of booming economic activity almost unmarred by busi-
ness decline.

Although the cause-effect relationship is undoubtedly 2-way, these
2 historical intervals seem to suggest that rising prices are conducive
to economic stability as here defined. The reasons are, of course,
the converse of those just mentioned regarding falling prices. Rising
prices raise money income which, spurious as it may be, has an
exhilarating effect. Business ventures of a speculative character are,
dollarwise, more likely to be successful. Business ventures of a mar-
ginal character may temporarily appear to be profitable because of
inventory profits and thus will, for a time, serve as employment (and
income) creating mechanisms. Income is shifted to debtors who, for
a time at least, will spend freely. Lending institutions find the col-
lateral (assets or incomes) behind their dollar loans increasing in
value and hence are likely to lend more freely.

There have been two rather brief periods when prices have been ap-
proximately stable. During the 1920's, average prices moved side-
ways or slightly downward. After the sharp, postwar crash of 1920,

business activity generally boomed except for relatively mild and brief
recessions in 1924 and 1927. Agriculture, however, was not pros-
perous during the 1920's. And the boom was "a rich man's boom,"
the majority of industrial workers receiving, in higher wages, only a
fraction of the gains of labor productiivty. Moreover, the extra-
ordinary collapse in business activity beginning in 1929 detracts from
the persuasiveness of the suggestion that stable prices provide a cli-
mate salubrious to economic health.

The second period of level prices lasted from mid-1951 to late 1955.
Durinog this interval, the near stability in the overall price index
concealed downward movements in farm product prices (net farm
income declined during this period) and upward movements in non-
agricultural prices. Furthermore, these were special, temporary cir-
cumstances to explain this lull in inflation,3 including the fact that
certain prices, notably of internationally traded commodities, had
shot up sharply in the preceding, post-Korea months. The subsequent
level movement in the overall price index reflected a readjustment
toward pre-Korea relationships. Indeed, it is significant -that, in
spite of the downward reactions of these out-of-line prices, the over-
all average did not decline.

On the whole, during this period of statistical stability in the over-
all price indexes, business activity was good and the one recession in

a See John P. Lewis, The Lull That Came to Stay, Journal of Political Economy,February 1955.
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the period, that of 1953-54, was very mild. Because of the peculiar
character of both this period and the 1920's, however, the evidence re-
garding the relationship between prices and economic stability diuing
level prices is not entirely conclusive.

Thle east 2 years or so give evidence of some new sort of pattern
which oes not conform precisely to historical precedents. Prices
have turned upward again. The increase has been slow and gradual,
but it has been persistent and substantial. In 1956, business activity
was good, but it fell short of the growth which the long-run averages
would lead us to expect. Early in 1957 business activity definitely
leveled out and by early autumn a decline was underway which by
now has assumed startling proportions. In spite of this inadequate
growth, followed by leve ing off, followed by sharp decline, prices
have continued their upward creep.

This recent development, and indeed the rather persistent, upward
creep of nonagricultural prices throughout the past 20 years, requires
explanation.

Only part of the answer lies in the traditional "excess demand"
type of analysis. The inflationary movements of the war and early
postwar years (i. e., until 1948) had their origins in an expansion in
demand (created prigiarily by bank-credit-financed deficit spending,
first by the Federal Government, later by State and local governments,
private business, and consumers) faster than output could be ex-
panded. Except for the inflation of the immediate post-Korea pe-
riod, however, price increases in the nonagricultural sector of the
economy since 1948 clearly camnot be explained solely by "too much
money chasing too few goods." Capacity, on the whole, has been
ample. With a few minor exceptions, shortages have ceased to exist;
indeed sellers have had to resort to rather elaborate promotional tech-
niques to dispose of their wares. Since 1953, unemployment has
averaged roughly a million persons higher than the 1951-53 average,
which in turn was probably above the frictional minimum.

An important part of the answer lies in some significant changes
which have occurred in the price- and wage-miaking process in the past
two decades.

The first of these changes is the development of strong, quasi-
monopolistic positions of bargaining power at several levels of the
economic structure. The most obvious is labor unions, which have
increased in membership and organized strengoth from a position of
relative impotence in the mid-1930's to one of dominance in the labor
market today. Unions not only hold power; by the nature of their
existence they are dedicated to the proposition that they must use
that power to obtain ever-increasing benefits for their members.
Moreover, even in industries which are not heavily unionized, wages
are subject to sympathetic reactions to wage rates in unionized in-
dustries if employers are to hold their labor forces. It is not neces-
sary to have 100 percent unionization for unions to exert a powerful
influence in wage making.

But quasi-monopoly is not confined to unions. It exists to an im-
portant degree in many if not most major, nonagricultural industries.
It is a debatable question whether or not industrial concentration has
increased significantly in the past 20 years. What apparently has
happened is that high-order concentration (1 or 2 dominant firms) has

23734-58---44



676 ECONOMIC STABILITY AND GROWTH'

diminished, but low-order concentration (4 to 10 dominant firms)
has increased. But whether or not concentration has increased, the
significant point is this: 20 or more years ago much of the exploitative
power of cryptomonopoly could be exerted downward on workers.
Now, with labor unionized, most of it must be exerted upward on
consumers.

Second, in both industries which are not characterized by quasi-
monopoly as well as those that are, sellers are becoming increasingly
cost oriented rather than demand oriented. A seller wlo is demand
oriented adjusts his prices as necessary to maintain volume in a fluc-
tuating market. Or in a purely competitive market, the seller has no
control over prices; he sells his output at whatever price the market
determines.

But a cost-oriented seller sets prices to yield a certain markup on
cost. If costs rise, he raises prices accordingly. He may attempt to
maintain demand by increased advertising or other promotional ef-
forts. But prices are adjusted to cost; volume is the fluctuating
variable.

The origins of increasing cost orientation are legion. They include
widespread adoption of cost accounting systems in business-a rela-
tively unknown science in pre-NRA days. They include the gradual,
continued growth in the corporate form of business organization with
its more systematic and less flexible pricing practices. They include
the so-called fair-trade laws and minimum-markup laws and "sug-
gested list prices" in lines of business where formal "fair trading"
is not practiced. They include the ubiquity of trade association activ-
ity; rare is the business firm of any size that is not a member of one or
more trade associations in which relationships between costs and prices
are quite freely (and legally) discussed. They include the use of
"parity" in Government support of agricultural prices. They include
cost-of-living provisions in labor contracts and cost escalator clauses
in commercial contracts. But most important, they include that
intangible but very real change in business behavior away from price
competition to nonprice competition. Price competition is no longer
respectable. The seller who chisels on the conventional (or suggested)
markup is considered to be unethical. Competition is by no means
dead, but it is taking other more genteel forms than price
competition.

This is not to say that, in the absence of price competition, prices
have been exorbitantly high. On the contrary, the record of busi-
ness profits in the postwar years suggest that, on the whole, they
have been reasonable. The reason for this is that the convention
against price competition works two ways. Prices are not cut to
attract sales when demand shrinks, but neither are they inevitably
raised to exploit every upsurge in demand. Prices are not closely tied
to demand; to an important and increasing degree, they are tied to
costs.

(It is entirely possible that a contributing reason for this attitude
lies in two facts. First, with the shift in power from "Wall Street"
(i. e., business) to "Washington" (i. e., democratic government), the
businessmen of a generation ago who were largely indifferent to public
opinion have been superseded by a new generation of socially con-
scious, public-relations-wise executives. Second, these businessmen
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generally have been on the defensive to explain their repeated price
advances over the past two decades. It is not good public relations
to explain price increases in terms of market demands-charging
what the traffic will bear. So, alternatively, they have defended the
advances in terms of cost increases, and in due time have come to be-
lieve in, even be controlled by, their own arguments.)

These changes in the price- and wage-making process have set the
stage for what has come to be called "cost-push inflation." Increases
in prices and wages in the early stages, or indeed at any stage of the
production process, tend to be passed through to the final consumer.
In fact, they are more than passed through; they are escalated by con-
ventional and fairly rigid percentage markups. And in a few in-
stances, producer-sellers who are not satisfied with their level of profits
or who wish to facilitate internal financing of plant expansion by
increasing the cash flow into the company may use cost increases as
an excuse for more-than-proportionate increases in selling prices.

The term "cost-push," however, is an unfortunate one in that it
focuses attention solely on the cost side. It fails to recognize that every
cost to one man is income to another. An increase in wages is an in-
crease in costs to the employer, but it is increase in income to the
worker. An increase in the price of steel is a cost increase to the auto-
mobile manufacturer, but it is income to the steel company. It is
sometimes contended that a cost-induced price increase cannot be
sustained unless it is matched by a price decrease elsewhere because
otherwise the market would not clear. This argument may be valid
as applied to the individual firm or industry acting alone. But as
applied to an entire economy in which cost-induced price increases
are fairly prevalent-and this is a point widely missed by writers
on this subject-if there is no effective monetary restraint on the auton-
omous creation of money income, and if such increments in income
are promptly spent, a cost-push inflation creates its own demand. A
much better phrase to describe the process, if I may borrow a term
from the electronics industry, is "push-pull" inflation.

This is why, it seems to me, it is futile to quibble about whether,
in the postwar decade, wage increases have caused the increase in the
cost of living, or increases in the cost of living have caused wage in-
creases. Real wages have increased about in proportion to productiv-
ity increases, as indeed they must if there is no change in the share
of output going to the other factors of production. The causation
between wages and the cost of living is of the push-pull variety.
Higher wages (in excess of productivity increases) have increased in-
comes which increased demand for goods and services which increased
prices of goods and services which justified the wage increase. One
is chicken and one is egg, and it doesn't matter much which is which.

But we introduced two big "ifs" a moment ago. First, we assumed
that recipients of this incremental income must be willing to spend
the increments in money income. If they are scared offby rising
prices or for any other reason, and decrease their spending rate, higher
prices may result chiefly in a decrease in the level of output and em-
ployment. Prices would be higher, nevertheless.

Second, we assumed that there was no effective monetary restraint
on the money-income creating process. For cost-induced price in-
creases to generate their own demand, the effective money supply must
expand as necessary to carry the larger dollar volume of transactions
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which the increase in prices will generate. Lacking such an expansion,
expenditures somewhere must be curtailed and either production and
employment must decline, or prices must come down again.

Suppose, for example, that the Federal Reserve used its monetary
control powers to prevent an expansion in the money supply. It can-
not control velocity-in fact, the Federal Reserve's efforts to contain
an expansion in M have been partially offset by an increase in V. But
obviously V cannot go up indefinitely, and the Federal Reserve can
compensate for an increase in V by an even tighter control of M. If
it really wants to, it can prevent an expansion in the total volume of
transactions (M X V). What happens in these circumstances? First,
prices could stubbornly stay up or even continue to rise, and production
and employment come down. Or second, prices could be forced down.

During the early postwar years, until 1951 in fact, there was no real'
restraint on the money supply, and from 1951 until early 1953 it
was mild. During this interval, push-pull inflation resulted chiefly
in an increase in prices. In 1953 tight curbs were imposed on bank
reserves, and production and employment promptly turned downward.
But prices did not. Later in the year and again in 1954 the curbs
were eased and, after a lag, both (nonagricultural) prices and produc-
tion turned upward. In late 1954 the monetary restraints were reim-
posed, at first gingerly, later with increasing vigor. For a while in-
creases in velocity offset the restraints on the supply of money, but
by early 1957, chiefly because of the gradual decline in corporate
liquidity, this escape mechanism was exhausted. Subsequently, the
forces of push-pull inflation continued to exert pressure, but the
money-income creating mechanism was really restrained. At the same
time, there occurred an apparent downward shift in the average pro-
pensity to consume, especially as regards consumer durable goods.
Something had to give. It is significant that the factor to give was,
not prices, but production and emplovment.

The reason for this is not hard to find. The volume of money does
not affect prices directly, but only through the lending and spending
process. If a shortage of reserves causes banks to curtail their loans
and raise their interest charges, and other interest rates also rise in
response to this shortage of reserve money, some prospective bor-
rowers are going to be squeezed out. Borrowing less, they spend
less. Aggregate demand drops. Sales drop. But do prices drop?
Not necessarily. They probably will in highly competitive, demand-
oriented lines of business, but in cost-oriented businesses, prices will
go down only if something happens to those costs.

The biggest element of costs is wages. What it might take in the
way of a restriction of the effective money supply to cause wage
rates to drop, or even to stop rising is a matter of conjecture. The
strength of unions being what it is, it might well take a decline in
demand sufficient to disemploy several million workers before unions
would be scared into hibernation. Or, to look at the other side of the
bargaining table, it might take a considerable drop in effective de-
mand and employment with its corresponding squeeze on profits to
stiffen employer bargaining in basic industries to the point where
managements would resolutely resist further increases in wages, or
even insist on cuts in wages, at the possible expense of strikes and
other labor difficulties.
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Thus it may be that the historical relationship between prices and
economic stability has taken a new twist. Downward price swings
are still not conducive to economic stability; of that there can be little
doubt. And upward swings in prices seem to be conducive to eco-
nomic stability. But they do not assure economic stability and recent
experience seems to suggest that significant declines in business activ-
ity can occur in the face of rising prices-perhaps even that stable
prices may be impossible to achieve except at the expense of economic
instability. And the reason for this lies in the disassociation of the
price-making process from the employment- and production-creating
process. Prices, to an economically significant though not complete
extent, are related, not to demand, but to costs. And the price- (cost)
setting process has been shifted from the competitive marketplace
to the conference table, whether it be the conference table where labor
and management negotiate a wage agreement or the conference table
of the large business firm where administered prices are set.

The case for push-pull inflation should not be overstated. There
is still a substantial complement of competitive, demand-oriented
price setting. And obviously if sufficient monetary pressure is ap-
plied, or if recession deepens into depression, prices and wages must
ultimately respond to declining demand. But the point at which
they respond may be well below that level envisaged in the term
'economic stability."

THE OBJECTIVE OF STABLE ECONOMIC GROWTH

In theory, economic growth should probably be measured in some
abstract unit of satisfaction of economic wants or of human well-
being. This is an extraordinarily difficult thing to do, however, and
economists have therefore long been in the habit of operating under
the assumption that there is a close correlation between the Nation's
output of goods and services and the well-being of its people. Psy-
chologists and others may question the validity of this assumption,
particularly when comparisons are made over long spans of time or
between nations of markedly different cultures. Still, for the inter-
temporal comparisions of only a decade or two within a single nation,
if there is no radical change in the composition of the product of the
economy (e. g., war goods versus peace goods, capital goods versus
consumer goods), it is probably safe to assume that the more we
have of valuable good and services, the better off we are. To most
economists, therefore, economic growth means simply an expansion
in the total output of goods and services.

A host of circumstances are conducive to economic growth. Among
them are:

(a) A general, cultural bias toward growth, i. e., a widespread
conviction, verging on a moral judgment, that increasing size, power,
scale of operations, etc., is "good" for its own sake; 4

(b) Vigorous but not excessive competition such that producers
are under pressure to improve quality, design, etc., to install the most
efficient equipment, and to adopt the best marketing methods;

(c) Intensive and extensive technological research and develop-
ment which yield new and better products with which to entice the

'The contrast between American attitudes and those of certain (not all) European
countries in this respect is significant.
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customer, and increased productivity through better methods of pro-
ducing goods and services;

(d) A climate of confidence in the political and economic future;
(e) Relatively profitable current and prospective operations;
(f) Vigorous population increase, with further increases appar-

ently predictable;
(g) An absence of restrictionist practices, in business and in gov-

Prnmerntn which imne d e I ,-o-t,-
(A) An adequate volume of saving (personal, business or govern-

mental, voluntary or involuntary) and of capital formation, together
with appropriate financial mechanisms to channel funds from sup-
pliers to users;

(i) A high and rising real, effective demand for goods and services.
The relevant problem at hand is the effects of changes (or of no

change) in the general price level upon these inducements to growth.
Other papers in this symposium will no doubt provide definitive
answers to this problem. But some of the considerations involved can
be identified here.

Of the circumstances conducive to growth noted above, the most
pertinent in a strictly economic sense are the last two: An adequate
volume of saving and capital formation, and a high and rising level
of real, effective demand. I will focus chiefly upon these two, touch-
ing only incidentally upon the others. Our problem is how shifts in
the price level affect these inducements to economic growth.

It is customary to study the phenomenon of growth as strictly a
long-run process. The fundamental determinants of our capacity
for growth are the size of the labor force, hours worked, and the pro-
ductivity of the labor force. The first is determined largely by the
long-run effects of birth rates and death rates. The second is deter-
mined by conventional attitudes toward work, which change only
gradually, and to a minor degree by laws regulating hours of work.
Productivity is determined by a host of institutional factors and, most
importantly, by the existing state of technology and the stock of
capital. Both of these are subject only to gradual change, partly from
non-economic causes.

Looking at growth from this point of view, the conclusion is logi-
cally reached that the effects of inflation and deflation upon growth
are asymmetrical. Persistent and long-continued deflation, as con-
trasted with stable prices, is likely to interfere with and slow down
the process of growth. Deflationary forces serve as a drag on em-
ployment and income generation. They may, if severe, interfere with
the volume of saving. By reducing the real demand for consumer
goods and services, they tend to make investment in new plant and
equipment look less attractive and thus inhibit the growth in labor
productivity which capital formation makes possible. This is not to
say that deflation would necessarily have these effects, nor that if
it does growth is stopped. Rather it is to say that there is a tendency,
under chronic deflationary conditions, for economic growth to be some-
what less than it would otherwise be.

But inflation, it is argued, will not necessarily have the reverse ef-
fects. The reason lies in the limitation imposed upon growth by the
available labor supply and by the presumably fixed productivity of
labor. Inflation increases money incomes, but it can increase real



ECONOMIC STABIIATY AND GROWTH 681

incomes only up to the point of full employment of resources. The
income pull on growth therefore stops at, that point.

As regards capital formation, it is argued that our stock of capital
must grow in a balanced relation to tota demand, i. e., to real income.
Any capital formation in excess of that amount will soon prove to be
redundant and thus will not contribute to growth.

The effect of inflation on the saving rate is admittedly ambiguous.
It is sometimes argued that inflation shifts income from low income
groups to high income groups, and the saving rate therefore tends to
be increased. This is a questionable assumption; most studies indi-
cate that there is relatively little difference between the marginal
propensities to consume of low and high income groups. And even
assuming that this may have been the effect in certain inflationary
periods in the more distant past, the experience of the past two
decades, since labor became so strongly organized, suggests that, if
anything, the opposite tendency may have prevailed. In any event,
the increase in pension funds, hospitalization programs, life insurance
and the like among low-income groups would mitigate the influence.
It is also argued, to the opposite effect, that inflation, if it is predict-
able, would discourage voluntary saving in liquid form because the
purchasing power of dollar assets could be expected to diminish.
Under conditions of hyperinflation, this consequence undoubtedly
ensues. But under conditions of more gradual inflation, which is not
predictable except with benefit of hindsight, it is doubtful if any
decline in the saving rate occurs. Certainly the experience of the past
two decades, and of 1956-57 in particular, would lead to this con-
clusion. Moreover, even if voluntary saving should decline, it is
possible that the decline may be compensate( for by an increase in
voluntary saving which is the unpleasant but inevitable after effect
of inflation-stimulated installment buying. All in all, the evidence
does not indicate that, as a long-run proposition, inflation has enough
of an effect on the saving rate, one way or the other, to influence
significantly the growth process.

Looking at the matter strictly as a long-run problem, the conclusion
is reached that, whereas deflation may serve as a drag on long-run
growth, inflation does not accelerate it. This conclusion does notneces-
sarily follow, however, when we recognize that growth is the product,
not only of these long-run factors, but also of short-run and presumably
temporary factors. In a sense, growth is simply a series of intercon-
nected short runs. It occurs, not in an even, smooth progression, but
in a series of jerks and spurts, the character of which is determined
largely by short-run influences. And it does not occur automatically,
simply as the inexorable result of these underlying factors. The long-
run forces may not have a chance to exert their proper effect unless, in
the immediate short run, the appropriate people make the necessary
decisions and take the necessary actions to make growth a reality.

Even the fundamental factors of growth are not independent of
short-run economic influences. An increasing population means more
mouths to feed and bodies to clothe, and hence a tendency toward in-
creased demand. But this increase in demand does not become effec-
tive unless somehow incomes are increased (or the saving rate is
reduced). Increasing population means, in due time, an increase in
the size of the labor force. But in the contemporary United States
economy (or any other economy, for that matter), a larger labor force
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does not automatically mean more productive employment, and, there-
fore, more output. Increased production ensues only when someone
sees a market for new and larger output and takes actions requisite
to production, including hiring workers (or employing himself in pro-
ductive activity), adding plant and equipment, stepping up marketing
activities, etc.

Moreover, the size of the labor force is not entirely independent of
the ; inflationary7 -r -fl4tV i*JiI -r Usthemselves. Asignifitcta f irac-

tion of our labor force is composed of marginal workers who shift in
and out of our labor force in response to a variety of motivations, in-
cluding family needs for income and job availabilities. Thus, many
housewives are not in the labor market until their husbands lose their
jobs, whereupon they look for work. Or, in other circumstances,

housewives, youngsters, or oldsters may not be particularly interested in
employment, but under the pressure of readily available job opportuni-
ties and attractive money wage rates may decide to go to work. They
are "seeking work" only when the job is seeking them. Later on, if the
demand for their services subsides, they become, not "unemployed
workers," but persons who have voluntarily withdrawn from the labor
force. The size of the labor force, therefore, responds not only to pop-
ulation movements, but also to economic conditions themselves.5 More-
over, as is well known, average hours worked per worker are responsive
to changes in the level of business activity, rising in boom times and
declining in recession. Man-hour input (employment X hours) is thus
doubly sensitive. Response of this character may persist for months
or even several years-long enough to have a significant impact on the
growth process.

Second, labor productivity 6 is not independent of economic con-
ditions. Technological research and invention, the major determinant
of labor productivity, is cycle sensitive. Research is costly and the
amount of research which can be done is determined in part by the
flow of income to individuals and organizations engaged in research.
Illogical as it may seem, many business firms consider their research
budgets to be expendable when sales drop. But more important, tech-
nological research and invention do not result in increased productivity
and output until the new product or process is put to use. Some new
products or processes may be introduced under conditions of economic
adversity as a means of meeting competition or cutting costs. But
others, particularly those which require sizable capital outlays or pro-
motional expenditures, are more likely to be introduced only when the
market seems ready to accept new and expanded output. On the whole,
innovation-as distinct from invention-occurs only when short-run
considerations are favorable.

Efficiency in the utilization of labor is also influenced by short-run
factors. Two contrary theses in this respect are sometimes advanced.
One is that periods of deflation have the effect, through induced fear
of unemployment and loss of income, of spurring workers on to greater
efforts and hence higher productivity. In time of boom, profits are

6 This is an area where greater statistical detail and further research are needed. The
Census Bureau tabulations, although far superior to what they were 2 decades ago, still
provide very little information on the labor force of a qualitative character.

e The term "labor productivity" is here used in the usual sense as the ratio of output to
man-hour input. Increases In labor productivity thus Include, not only Increases in output
which are attributable to the quality of labor per se, but those which result from changes

in all other factors of production, notably capital.
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relatively easy, managements become lax in their cost-cutting and
efficiency-promoting activities generally, marginal or submarginal
workers are employed, and workers change jobs often thus reducing
their productivity. The other thesis is that deflation and unemploy-
ment lead to stretch-out-the-work tactics, whereas booming business
with large backlogs of orders and impatient customers inspires man-
agement to organize and direct their labor forces with maximum ef-
ficiency. Capital equipment is used more efficiently in times of high
business activity, and this is reflected in higher "labor productivity"
as here defined. Workers find it easy to shift from low to high produc-
tivity industries when the demand for labor is high. Top managers,
supervisory, and other nonproduction workers are typically not laid
off as quickly or in as high a proportion in a recession in business
activity, nor, conversely, are their numbers increased proportionately
when business expands. Their per capita contribution to overall pro-
ductivity is consequently higher when short-run business conditions
are good.

Although both tendencies in respect to productivity are no doubt
operative in particular situations at one time or another, for the United
States economy as a whole the weight of historical evidence seems to
be generally on the side of the latter. Labor productivity is positively
correlated with fluctuations in business activity.

Thus long-run growth is the product of the interaction of short-
run and long-run factors. To some extent, growth may occur when
short-run forces are unfavorable. But in the main, the forces which
produce a vigorous upswing in the current volume of business activity
are the same forces which generate long-run growth. Inflation, to the
extent that it stimulates a high level of business activity, also tends
to stimulate long-run growth.

Moreover, once an expansion in output is generated by strictly
temporary, short-run inflationary factors, the growth process creates
the conditions to sustain itself. Marginal workers may decide to with-
draw from the labor force, but youngsters just coming into the labor
force take their places and find jobs to take. An expanded labor
force, if short-run conditions permit full employment, generates the
income to create the demand for their output. Productivity increases,
from more and better capital, from better techniques of production,
from better attitudes toward work, are seldom lost once they are
achieved. Output per man-hour sometimes fails to increase as much
as long-run considerations would suggest, but rarely does it actually
decline.

Thus, long-run growth is inseparable from short-run fluctuation.
This is particularly true if these short-run factors persist, as they
often do, for months or even years and thus provide an important,
perhaps strategic stimulus to the very forces which make long-run
growth possible.

The fact that long-run growth is strongly affected by short-run
fluctuation forces us to reexamine the relationship between price-
level shifts and growth in the light of the conclusions reached in
the first half of this paper regarding economic stability. If it is
true that our economy has changed its character enough that a gradual
upward movement in the price level is a necessary condition of
relatively prosperous short-run business activity, this is a fact of
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great importance to economic growth. It would mean that efforts
to restrain inflation by measures focusing on demand would not only
create unemployment; they would inhibit the process of growth itself
Or conversely, we would conclude that inflation, in some uncertain
degree, has become a necessary prerequisite to growth.

This is a distressing conclusion, at least to those who accept the
premise in our opening paragraph to the effect that price stability
iS socially desirable. It is distressing because, while economic sta-
bility is a desirable objective, economic growth in today's world of
international conflict is an imperative. The evidence is not con-
clusive, but it is strongly suggestive, that this growth cannot be
reconciled with price stability.



APPENDIX

In connection with this study of The Relationship of Prices to
Economic Stability and Growth, it is possible that use may be made
of tables which were contained in the staff materials, Productivity,
Prices, and Incomes, published by the committee last July. There-
fore, the staff, with the assistance of the Bureau of Labor Statistics,
United States Department of Labor, has prepared a group of supple-
mentary tables which include the most recent data and revisions in
data.

Because of the large number of tables contained in Productivity,
Prices, and Incomes, and the amount of time which would be involved
if all tables were revised, only tables for which revised data are not
readily available in current publications are included in this appendix.
Each supplementary table is numbered to correspond with the table
it revises.

For other tables, revised and preliminary figures may be found in
such publications as Economic Indicators, Survey of Current Busi-
ness, etc.
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TABLE 1.-Indeve8 of output: Real gross national product, industrial production,
and farm output, 1953-57

[1947-49=100]

Period

1953
1954
19 5 5.
1956
1957

1956-November
December

1957-January
February
March --- ---
April -- -----
May
June
July-
August --
September
October
November -
December

1958-January
February
March 2

Real gross
national
product I

(1)

127. 5
126.0
134.9
138. 8
140. 1

(2)
(2)
()
(5)
(2)
(2)
(3)
(2)
(2)

(2)
(2)
(3)
(a)

(3)
(3)
(2)

Industrial production

Manufactures

Total I Minerals
Total Durable Nondu-

rable

(2) (3) (4) (5) (6)

134 136 153 118 116
125 127 137 116 111
139 140 155 126 122
143 144 159 129 129
143 145 160 130 128

Seasonally adjusted

146
147
145
146
145
144
144
145
145
145
144
142
139
135
133
130
128

147
149
147
147
147
145
145
147
147
147
146
143
141
137
134
131
129

165
167
163
164
163
160
160
163
162
163
160
156
154
146
143
137
135

129
130
130
131
131
130
131
131
131
132
131
130
128
127
126
125
124

130
130
131
132
132
131
130
127
128
129
129
127
123
122
121
119
113

Farm
output

(7)

108
108
112

2 113
2 113

'(5)
(2)
(3)
(3)
(3)
(2)
(5)

(2)

(3)
(1 ___

I Index of real gross national product in 1947 dollars.
2 Preliminary.
Not available.

Sources: Col. (M)-Department of Commerce, Office of Business Economics.
Cols. (2) through (6)-Board of Governors of the Federal Reserve System
Col. (7)-Department of Agriculture. Index of net production which could be made available for useduring year. 1957 estimate is based on December 1957 Crop Report and other releases of Agricultural Esti-mates Division, Agricultural Marketing Service.

TABLE 3.-Indewes of output per man-hour, 1951-S7
11947-49= 100]

Railroad trans-
Year AU manufac- Agriculture Mining portation

turing based on
revenue traffic

(1) (2) (3) (4)

1950 -111.8 112 106.5 112.01951 -111. 6 113 (I) 118. 31952 -115.3 120 (3) 118.91953 -119.7 123 (3) 119.71954 -125.6 127 (3) 125.71955 -130.0 132 () 139. 11956 ------------------- 133.2 136 ()141.6
1957 -135.4 2 141 (') 2 146. 3

' Not available.
2 Preliminary.

Source:
Col. ()-From table 54.
Col. (2)-Department of Agriculture.
Cols. (3) and (4)-Bureau of Labor Statistics, Department of Labor.
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TABLE 3A.-Indexe8 of output per man-hour for the private economy, 1948-57

[1947- 1001

Based on man-hours paid I Based on man-hours worked I

Nonagricultural industries
Year Nonagri-

Total Agri- Total Agri- cultural
culture ' Manu- Non- culture 3 indus-

Total factur- manufac- tries
ing 4 turing

1948 -104.9 123.4 102.5 102.5 102.8 104.2 123.7 101.7
1949 -107.0 114.7 106.0 104.7 107.2 105.4 113.8 104. 2
1950 -------- - 115.6 131.8 112.7 113.1 112.8 114:5 131.4 111.5
1951 -118.1 129.8 114.9 114.6 115.1 118.8 129.0 115.7
1952 -121.7 138.7 117.5 116. 4 118.1 123. 2 138.0 119.2
1953---------- 120. 2 113. 6 120.4 120. 3 120. 2 127.8 152. 7 122.2
1954 ----- ------------- 129.0 167.1 122.4 123.7 1 121.9 131.5 166.3 125.1
1955 -133.5 169. 7 126.8 130.9. 124. 7 136. 3 168.9 129.8
1956 ------------ - 134.6 175.8 127. 1 131.4 125. 1 137.9 175.0 130.6
1957 -- - 137.0 153.8 128. 6 132.4 127. 1 140. 9 153.4 132.6

I "Man-hours paid" were derived from Bureau of Labor Statistics figures for the nonagricultural com-
ponent and Bureau of the Census information for the agricultural component. They include the hours of
unpaid family workers in addition to wage and salaried workers and the self-employed. They cover paid
holidays, vacations, and sick leave.

" Man-hours worked" were derived from data of the Bureau of the Census, Department of Commerce.
Like "man-hours paid," they include the hours of all persons, whether employees or employers. They
incorporate adjustments designed to eliminate holidays, vacations, and sick leave.

3 Differs in concept from Department of Agriculture's productivity series based on requirements of equiv-
alent adult man-hours.

4 Derived from a Bureau of Labor Statistics index of net output for 1947-53 extended with the aid of Office
of Business Economics data.

' Preliminary, subject to revision.

NOTE.-The indexes in this table were computed by Department of Labor, Bureau of Labor Statistics,
from estimates of real product and man-hours. The real product estimates, referring to 1947 prices, are
based primarily on national product statistics of the Department of Commerce, Office of Business Eco-
nomics.

Source: Economic Report of the President, January 1958, p. 108. Computed by Department of Labor
(see note above).

TABLE 9.-Percentage distribution of national income by industrial origin, 1953-57

[Percent]

Government Agriculture Private non-
Year N\ational and Govern- forestry and Rest of the agricultural

income ment enter- fisheries world industries
prises

1953 -100 11. 7 5. 8 0.5 82.0
1954---------------- 100 12.0 5.6 .6 81. 8
1955 -100 11.6 5.0 .6 82.8
1956 ---- --- 100 11. 7 4. 7 .6 83.0
1957 100 11.9 4.7 .7 82.7

Income originating in-

Year Private Whole- Finance, Com-
nonagri- Contract Manufac- sale and insurance Transpor- munica-
cultural Mining construe- turing retail and real tation tions and Services
indus- tion trade estate public
tries utilities

1953 100 2.2 6.1 38.9 20.4 10.6 6.4 4.0 11.5
1954 100 2.0 6.3 36.8 20.9 11. 5 5.9 4.4 12.1
195 ----- 100 2.0 6.2 38.2 20.4 10.9 5. 9 4. 3 12.1
1956 100 2.1 6.2 37.9 20.3 10.8 5.9 4.4 12. 5
1957 100 2.1 6.1 37.2 20.5 10.9 5.8 4. 5 12.8

NOTE.-Detail may not add to totals because of rounding.
Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957

and February 1958.
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TABLE 1O.-NationaZ income by dis-tributive shares, 1953-57

[Billions of dollars

Corporate profits and Inventory valua-
Pro- tion adjustment Ad-

Corn- prie- - -_ _ _ _ _ _ _ _ _ _ _ _ den-
Total pensa- tors' dum:

Year nation- tion of and Profits before tax Inven- Net Gross
a] in- em- rental ____________ tory Inter- nation-
come ploy- in- Total I value est al prod-

ees come I I Profits Prnfith aon et 1d.t
Total tax lia- after adjust-

bility tax ment

1953 --------- 302.1 208.1 49.3 36.0 37.0 20.3 16.7 -1.0 8.7 363.2
1954 - 299.0 206.8 49.1 33.1 33.5 17.4 16.0 -. 3 9.8 361.2
1955- 324.1 223.1 49.4 40.7 42.5 21.5 21.0 -1.7 10.5 391.7
1956 -343.6 241.4 49.9 40.4 43.0 22.0 21.0 -2.6 11.9 414.7
1957 ---------------- 358. 0 254. 4 51.2 3 30' 5 341.0 2 21.0 2 20.0 2 -1.5 12.8 434.4

Seasonally adjusted quarterly totals at annual rates

1953-4th quarter--- 295.7 207.6 49.1 29.8 29.7 16.3 13.4 .2 9.2 357. 5
1954-1st quarter... 296.5 205.7 49.3 32.0 32.2 16.8 15.4 -. 2 9. 5 °58 1

2d quarter.--- 297.0 205. 7 48.4 33.2 33.4 17.4 16.0 -. 2 9.6 358.7
3d quarter..-. 298.2 206.0 49.8 32. 4 32.7 17.0 15.7 -. 3 9.9 360.0
4th quarter.-. 304.0 209. 7 49.1 35.0 35.5 18.5 17.0 -. 5 10.2 367.7

1955-1st quarter. -- 311.4 214.0 48. 7 38.2 39.4 20.0 19.5 -1.2 10.5 379.0
2d quarter.... 321.5 221.3 49. 6 39.9 40.7 20.6 20.1 - 9 10.7 387.7
3d quarter....- 328. 3 256.1 49. 6 41. 6 43.6 22.1 21.5 -2.0 11.0 397.0
4th quarter...- 334.9 230.8 49.6 43.2 46.1 23.4 22.7 -2.9 11.3 402.8

1956-1st quarter...- 335.8 234. 5 49.3 40. 5 43.3 22. 1 21.2 -2.8 11.5 405. 2
2d quarter --- 340.6 240.0 49.7 39.1 42.4 21. 6 20.7 -3. 2 11. 7 410.8
3d quarter 344.5 242.7 50.0 39.8 40.8 20.8 19.9 -1. 0 12.0 416.7
4th quarter... 353.3 247.9 50. 7 42.4 45.6 23.3 22.3 -3.2 12.3 426.0

1957-1st quarter... 355. 6 251. 1 50.9 41. 2 43.9 22.4 21. 5 -2. 7 12.5 429.9
2d quarter ---- 358. 5 254.0 51.2 40. 7 42.0 21.4 20. 5 -1.3 12.7 435.5
3d quarter.-- 362.6 257.0 51.7 40.9 41.8 21.3 20.4 - 9 13.0 440.0
4th quarter... (3) 255.3 51.3 (6) (3) (3) (3) (3) 13.3 432. 6

See footnotes, p. 689.
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TABLE 10.-National income by df.trlbutive 8hare8, 1953-57-Continued

[Billions of dollars]

Corporate profits and inventory valua-
Pro- tion adjustment Ad-

Com- prie- den-
Total pensa- tors' Net dum:

Year nation- on of and Profits before tax Inven- inter- Gross
al in- em- rental tory est nation-
come ploy- in- Total valua- al prod-

ees come I Proflts Profits tion uct
Total tax lie- after adjust-

bility tax ment

Percent distribution

1953 100.0 68.9 16.3 11.9 12.2 6.7 5.5 -.3 2.9 .
1954 -100.0 69.2 16.4 11.1 11.2 5.8 5.4 -. 1 3 3 .
1955 -100.0 68.8 15.2 12.6 13.1 6.6 6.5 -. 5 3.2 .
1956 ----- ----- 100.0 70.2 14.5 11.8 12.5 6.4 6.1 -.8 3.51
1957 --. 100.0 71.1 14.3 211.0 '11.5 '5.9 5.6 -.4 3.6 .
1953-4th quarter.-- 100.0 70.2 16.6 10.1 10.0 5.5 4.5 .1 3.1 .
1954-Ist quarter 100.0 69.3 16.7 10.8 10.9 5.7 5.2 -1 3.2

2d quarter... 100.0 69.2 16.3 11.2 11.2 5.9 5.4 -1 3.2 .
3d quarter-.. 100.0 69.1 16.7 10.9 11.0 5.7 5.3 -. 1 3.3 .
4th quarter. 100.0 69.0 16.2 11.5 11.7 6.1 5.6 -.2 3.4 .

1955-Ist quarter... 100.0 68.7 15.6 12.3 12.7 6.4 6.3 -. 4 3.4 .
2d quarter. 100.0 68.8 15.4 12.4 12.7 6.4 6.3 -. 3 3.3 .
3d quarter. 100.0 68.9 15.1 12.7 13.3 6. 7 6.5 -. 6 3.4.
4th quarter. 100.0 68.9 14.8 12.9 13.8 7.0 6.8 -. 9 3.4 .

1958-1st quarter... 100.0 69.8 14.7 12.1 12.9 6.6 6.3 -. 8 3. 4.
2d quarter... 100.0 70.5 14.6 11.5 12.4 6.3 6.1 - 9 3.4 .
3d quarter... 100.0 70.4 14. 5 11. 6 11.8 6.0 5.8 -. 3 3.5 .
4th quarter. 100.0 70.2 14.4 12.0 12.9 6.6 6.3 -. 9 3.5 .

1957-Ist quarter... 100.0 70.6 14.3 11.6 12.3 6.3 6.0 -. 8 3.51
2d quarter.-- 100.0 70.9 14.3 11.4 11.7 6.0 5.7 -. 4 3.5 .
3dquarter.-- 100.0 70.9 14.3 11.3 11.5 5.9 5.6 -. 2 3.6 .
4th quarter '. -. - - - -- - - - --------. ------- -------- -------- -------- -------- -------- --------

Includes noncorporate inventory valuation adjustment.
'Preliminary.

Not available.

NoTE.-Detail may not add to totals because of rounding.
NoTE.-These estimates are based through 1954 on profits reported on Federal income tax returns (figures

for later years are preliminary extrapolations) and conform in most respects to the accounting principles
embodied In the tax laws. Certain exceptions to this conformity should be noted, however. The estimates
do not reflect capital gains and losses depletion charges or dividend Income from other United States
corporations; and before-tax profits are gross of State as well as Federal Income taxes. Mutual life-insurance
oompaniea and other mutual institutions are excluded. The tax return data are adjusted systematically to
exclude from the national totals dividends and branch profts accruing to foreigners from production in the
United States and to include corresponding items accruing to Unted States residents from production
abroad. The former are included In the values shown for individual domestic industries, and are offset in
the all-industry total by netting them against the Inflows from abroad In deriving the series for the rest-of-
the-world industry. All these international flows are measured net of taxes. In measuring total national
income, the corporate profits item is further adjusted to exclude inventory gains and losses arising under
the business accounting practice of charging Inventories at prices other than current replacement cost.

Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957
and February 1958.
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TABLE1I.-Income originating in United States corporate business, by distributive
shares, 1953-56

Corporate profits and inventory valuation
adjustment

Total Compen-
Year income sation of Net in- Profits before tax Inven-

originat- employ- terest tory val-
ing ees Total I I nation

Profits IProfits ad just-
Total tax ili- after | nt

ability tax e

Billions of dollars

1953 - 165.7 136.0 0.8 34.9 35.9 20.3 15 6 -1. 0
1954 -160.4 127. 1.1 397 32.0 17.4 14.6 -. 31955---------- 178. 6 138.3 1. 1 39. 40.9 21. 5 19.4 -7
1956 ----------- 189. 7 149.9 i 38.7 441.2 22. 0 19.3 -2.6

Percent distribution

1953 -100.0 78.5 0.5 21.1 21.7 12.3 9.4 -0.6
1954 -100.0 79.5. .7 19.8 20.0 10.8 9.1 -. 219551---:---- - 100. 0 77.4 .6 21.9 22.9 12.0 10.9 -. 11956 100. 0 790 .6 20.4 21 7 116 10. 2 1.4

NOTE.-Detail may not add to totals because of rounding.
Source: Department of Commerce, Office of Business Economics.

TABLE 21.-Corporate profits in the United States, 1953-57
[Billions of dollars]

Corporate Corporate profits after Federal and
profits State income and excess profits taxes
before _ _ _ _ _ _ _ _ _ _ _ _ _ _

Period Federal Tax
and State liability Net cor- Undistrib-

income and Total porate uted
excess pro!- dividend corporate

its taxes payments profits

1953 -37.0 20.3 16. 7 9.3 7.4
195 --------------- 33.5 17.4 16.0 9.9 6.11955--------------------- 42. 5 21. 5 21. 0 iLO0 9.9
1956 -43.0 22.0 210 11.9 9.2
1957 1 ------------------------- - 41.0 21.0 20.0 12.1 8.0

Seasonally adjusted at annual rates

1953-4th quarter- 29. 7 16. 3 13. 4 9. 5 3.9
1954-Ist quarter -32.2 16.8 15.4 9.6 5.8

2d quarter ------------- 33.4 17.4 16.0 9.7 6. 3
3d quarter ----------------------- 32.7 17.0 15.7 9.8 5.9
4th quarter -35.5 18.5 17.0 10.1 6.91955-.-lst quarter -------------- 39. 4 20.0 19. 5 10. 2 9. 3
2d quarter - 40.7 20. 6 20.1 10. 4 9. 7
3d quarter -43.6 22.1 21.5 10. 8 10.7
4th quarter -46.1 23. 4 22. 7 12.0 10. 7

1956-1st quarter- 43.3 22.1 21.2 11. 7 9.5
2d quarter -------------- 42.4 21.6 20.7 12.0 8.7
3d quarter- 40.8 20.8 19.9 12.1 7.84th quarter - ------ 45.6 23.3 22.3 i. 5 10.8

1957-1st quarter -43.9 22. 4 21. 5 12. 4 9. 1
2d quarter -------- 42.0 21. 4 20.5 12.5 8 0
3d quarter -41. 8 21.3 20. 4 12. 6 7. 8
4th quarter ---- 11.7

I Preliminary estimate.
NOTE.-Detail will not necessarily add to totals because of rounding.
Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957,

Economic Indicators (prepared for the Joint Economic Committee by the Council of Economic Advisers),
April 1956.
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TABLE 22.-Leading corporations in all industries and in manufacturing: Indewes
of return on net worth andl margin on 8ales, 1955-57

[1947-49=100]

Leading corporations I

Year All Industries Manufacturing

Return on Margin on Return on Margin on
net worth 2 sales 2 net worth 2 sales 2

1955--------------------------98.6 98.6 89.7 94.0
1955 - 92.0 91.3 88. 4 84.2
1957 ----------- 83.0 88.4 82.3 82.7

' As selected by First National City Bank of Now York.
2 Indexes derived from year-to-year percent changes computed from data for identical firms for each

successive pairs of years from table 23 following.

Source: Computed from First National City Bank data as shown In table 23.

TABLE 23.-Leading corporations in all industries and in manufacturing: Profits
after tawes, net worth, return on net worth, and margin on sale8, 1955-57

[Dollar figures In millions]

Leading corporations I

All Manufacturing

Year Margin on sales 4

Num- Profits Net Return Margin Num- Profits Net Return
ber after worth, on net on her after worth, on net Number

taxes 2 Jan. 1 3 worth sales 4 taxes 2 Jan. 1 3 worth of cor- Margin
pora-
tions

Percent Percent Percent Percent
1955 - 3,400 $18,396 $153,729 12.0 (1765 $12,373 $82,599 15.0 1

3,485 18,506 155,047 11.9 6j 811,8413 12,503 83, 677 14.9 ------ 67
1950-----3,485 19, 169 169, 594 11.3 6 63 1l,843 12,724 91,659 13.9 1 6.

3,521 19,347 170,883 15.3 1, 835 12,793 92, 394 13.8 J *

1957- 3, 521 19,560 184,803 10.6 6.1 1,835 12,903 100, 545 12.8 5.9

' As selected by First National City Bank of New York.
2 Profits after taxes are shown as reported to stockholders, after depreciation, interest taxes and other

charges and reserves, but before dividends. They are not comparable with totals given elsewhere in this
appendts for all private corporations, which are based chiefly on tax return data adjusted to exclude divi-
dends received by the companies, capital gains, etc. (See general note on Department of Commerce esti-
mates of corporate profits appended to table 10.)

' Book net assets are the excess of total balance sheet assets over liabilities.
4 Margin on sales are computed for all selected companies publishing sales or gross Income figures.

Since 1948 about 90 percent of these companies, excluding the finance group, have published these data.

Source: First National City Bank of New York, Monthly Letter, April issues, 1956-58.

23734-58- 45
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TABLE 24.-Profit8 before and after tax of large manufacturing and public utility
corporations,' as tabulated by the Federal Reserve Board, 1954-57

[Millions of dollars]

Profits Profits

Period | PeriodBefore After PiBefore After
tax ' tax tax A tax

1954 -11,251 6,166 1956-Ist quarter -3, 904 2,0081955 15,177 8,040 2d quarter -3,796 2,0391956 -14,407 7,760 3d quarter -2, 925 1,6041954-4th quarter- 3,026 1,811 4th quarter- 3,782 2,1081955-Ist quarter- 3,659 1,886 1957-Ist quarter -4,116 2,1692d quarter -3,984 2,088 2d quarter -3,823 2,0433d quarter -3,638 1,907 3d quarter -3, 315 1,8194th quarter -3,896 2,157 4th quarter -3,485 1, 991

Companies are those included in the Federal Reserve Board tabulations of sales, profits, and dividendsof large corporations. Profits shown here have been compiled from reports to stockholders or to Federalregulatory agencies. They are not comparable with the totals given elsewhere in the appendix for all pri-vate corporations, which are based chiefly on tax return data adjusted to exclude dividends received by thecompanies, capital gains, etc. (See general note on Department of Commerce estimates of corporate profits,table 10 above.)
2 Profits before tax refer to income after all charges and before Federal income taxes and dividends.' Preliminary.

Source: Board of Governors of the Federal Reserve System.

TABLE 25.-Dividends and undistributed corporate profits as percentages of
corporate profits after tax, 1958-57

[Percent]

Net divi- Undis- Net divi- Undis-
Period dend tributed Period dend tributed

payments corporate payments corporate
profits profits

1953 -55.6 44.4 1955-1st quarter -52.3 47. 71954 -61.9 38.1 2d quarter -51.7 48. 31955 -52. 7 47.3 3d quarter- 50.2 49. 81956 -1------------- 56.4 43.6 4th quarter -52.9 47.11057 '-60.0 40. 0 156-lst quarter -55.2 44.81953-4th quarter -70. 9 29.1 2d quarter -58.0 42. 01954-1st quarter -62. 3 37. 7 3d quarter -60.8 39. 22d quarter -60. 6 39. 4 4th quarter -51.6 48. 43d quarter -62. 4 37. 6 1957-1st quarter- 57.7 42.34th quarter- 59. 4 40. 6 2d quarter -61. 0 39.0
3d quarter -61.8 38. 2

I Preliminary.

Source: Computed from data In table 21, above.
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TABLE 31.-Income originating in manufacturing, by distributive shares, 1953-56

Corporate profits before tax Proprietors'
Total Compensa- _ income, net

national tion of em- interest, and
Year income ployees Corporate Corporate inventory

Total tax profits valuation ad-
liability after tax justment

(1) (2) (3) (4) (5) (f)

Millions of dollars

1953- 96,351 74, 701 21, 218 12,325 8,893 432
1954 89,978 70 960 18,418 9, 774 8,6f44 60
1955 -102,374 77, 775 24, 788 12, 28 11,860 -189
195f -108,075 83, 725 24,011 13,093 11,518 -261

Percentage distribution

1953 -100.0 77.5 22.0 12.8 9.2 0.4
1954 -100.0 78.9 20.5 10.9 9.6 .7
1955 -100.0 76.0 24.2 12.0 11.0 -. 2
1956 -100.0 77.5 22.8 12.1 10.7 -. 2

Source: Department of Commerce, Ofce of Business Economics, Survey of Current Business, July 1957.
Note: Detail may not add to totals because of rounding.
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TABLE 42.-Implicit price deflators for gross national product by major segments,
1953-57

[1947= 100]

1953 1954 1955 1956 1957

Gross national product - 119.0 119.9 121.3 124.9 129.6

Personal consumption expenditures 11-.8 117.7 110. 120.1 124. 0

Durable goods - -111. 7 109.0 110.7 111.3 115. 0
Nondurable goods - -112.9 113.4 112.5 113.9 117.6
Services - ---------------------------------- 125.0 128.1 130.1 133. 2 137. 5

Gross private domestic investment -----------

New construction---- 130.1 129. 7 132. 2 138. 0 142.9
Residential nonfarm - -127. 4 125.9 129.0 133.1 135.1
Other - -132.4 133. 4 135.6 142. 4 149.4

Producers' durable equipment - -127.8 128.1 130.9 139.6 147. 3
Change in business inventories ---------- |---------- ---------- ---------- |----------

Net foreign investment

Government purchases of goods and services -121.2 125.2 129. 7 136. 3 142.4

Federal ----------- 116.3 119.2 123.6 129.9 135.3
State and local ---- 134.6 137.3 140.3 146. 6 153. 7

Gross government product - -128.9 134.1 142.3 150.2 158.1

Other gross product 118.1 118.6 119.7 122. 9 127.4

Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957
and February 1958.

TABLE 43.-Indewes of earnings and wage rates in manufacturing, agriculture,
and Government, 1954-57

[1947-49=100]

All manufacturing
Agriculture Govern-
composite ment

Year Average Average wage rate
hourly weekly

(1) (2) (3) (4)

1954- - ___________ --_ --_____--__136.1 135. 6 117.3 127.5
1955 -141.4 144.4 119.9 135.3
1956 -149. 0 150. 9 125. 2 142.8
1957- 155.8 155.4 129.3 150.3

Sources: Col. (1)-From table 44 converted to an index by the staff of the Joint Economic Committee.
Col. (2)-From table 45 converted to an index by the staff of the Joint Economic Committee.
Col. (3)-From table 46 with the base of the index shifted from 1910-14 to 1947-49=100.
Col. (4)-Price deflator for Government gross product (table 42), which consists of compensation of general

Government employees, data for 1929-55 computed by the Office of Business Economics, Department of
Commerce, converted from 1947=100 to 1947-49=100.
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TABLr 47.-Money and interest rates, common stock dividend yield8 and earnings-
price ratios, 1955-57

[Percent per annuml

Prime Common stocks (174 issues)
corm- Bond yields (107 Issues)
mar-

Period ila Dividend yields Earnings-price ratios
praper _
4 to 6

months) Indus- Public Rail- Indus- Public Rail- lndus- Public Rail-
trials utilities roads trials utilities roads trials utilities roads

1955 -2.18 3.19 3.22 3.34 3.93 4. 10 4.88 8.04 6.62 12.12
1956 --3.31 3.50 3.64 3.65 3.89 4.6 6 .61 6.93 6.75 11.64
19571--------- 3.81 4.12 4.18 4.32 4.13 4.92 6.80 7.09 6.80o 1139
1960-March----- 3.00 3.24 3.27 3.37 3.08 4.52 5.02 6.90 6.36 8.19

June------ 3.38 3.39 3.44 3.66 3.82 4.68 6.35 6.95 6.70 12.32
September..-. 3.50 3.68 3.73 3.83 4.04 4.79 5.93 6.00 6.92 12.03
December ---- 3.63 3.95 3.93 4.08 3.90 4.84 6.01 7.60 6.84 14.66

1957-March - 3.63 3.90 3.95 4.04 4.16 4.85 6.47 7.82 6.74 10.01
June - 3.79 4.14 4.06 4.26 3.79 4.96 6.31 6.99 6.76 10.40
September - 4.00 4.31 4.45 4.56 4.27 6.12 7.34 6.70 7.03 12. 50
December I 3. 81 4.11 4.29 4.53 4.68 4.89 8.31 7.40 6.80 15.67

1958-February I 2.63 3.86 3.87 4.29 4.49 4.62 7.06 (') (2) (2)

XPreliminary.

' Not available.

Sources: Prime commercial paper, Board of Governors of the Federal Reserve System. Bond yields and
earnings and price data for common stocks, Moody's Investors Service. Earnings-price ratios calculated
by staff, Joint Economic Committee, from Moody's data.
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TArBLE 48.-Price-cost relations as illustrated by national income and product
data, 1953-57

[1947=100]

Gross Compen- Property income or cost per unit
rosssation of ~~~~Other Netnational sation ofcot taxes

Year product employees Total | cansumpital p All oth er units peraxunitdeflator per unit Total consumption All other
IallowancesI

(1) (2) (3) (4) (5) (6) (7)

1953- 119.0 122. 9 111. 1 142. 7 104.6 123. 7 140.91954 ------------- 119.9 123. S 113. 1 157.9 103.5 122.4 129.419556------------- 121. 3 124. 6 115.6 161. 1 106.2 123. 7 136.819566------------- 124.9 131. 1 115.7 369. 7 104. 5 122.9 142.01957 -3----------- 29. 6 136.9 116. 1 152. 0 104. 9 130.0 145.2

Sources: Col. (1). Office of Business Ecouomics, Department of Commerce.
Col. (2). Computed by dividing total compensation of employees by gross national product In constant1047 dollars; data from the Office of Business Economics.
Col. (3). Combination of cols. (4) and (5).
Col. (4). Capital consumption allowances in current dollars divided by gross national product In con-stant 1947 dollars; data from thc Office of Business Economics.
Col. (5). Computed by subtracting compensation of employees from national income and dividing theresult by gross national product in constant 1947 dollars; data from the Office of Business Economics.Col. 6. Computed by dividing all other costs included in gross national product hut not accounted fordirectly in col. (2) through col. (5), by gross national product in constsnt 1947 dollars. This consists of:subsidies minus current surplus of Government enterprises, indirect business tax and nontax liability,business transfer, payments, and statistical discrepancy.
Col. (7). Net taxes consist of total Government receipts (including Federal, State, and local governments)

es etimtedby he Ntioal ncoe Dvisin o th Oficeof Bsinss conmic, minus the followingItems, which represent transfers back to the incomes of indIviduals or businesses subsidies minus current
surus of Governm ent enterprises, net interesat epatild byGovertntmentand Government transfer payments.Cc? 7) s cmpued y dvidng he esutan estmat ofnettaxs b grss atinalprouctIn constant



TABLE 50 (revised).-Comparison of indexes of labor and nonlabor payments, prices, real earnings and productivity I for the private nonfarm
sector of the economy, 1947-1957

[1047=100]

1948 1049 1950 1951 1952 1953 1954 1955 1956 1957 2

Comparison of the nonfarm labor and nonlabor payments and prices:
I Employee compensation per dollar of real product -106.0 105.0 104.9 112.9 117.0 120.6 121.7 121.9 128.1 133.0
2. Wages and salaries per dollar of real product -106.2 105.0 104.0 111.6 115.7 119.1 119.8 119.9 125. 8 130. 6
3. Nonlabor payments per dollar of real product -107.4 112.1 114.8 121.0 120.8 121.3 123.2 126.4 126.2 129.9
4. Implicit price change of nonfarm sector -106.6 108.1 109.3 116.4 118.6 120.9 122.4 123. 9 127.2 131. 6

Comparison of nonfarm real earnings and productivity: M
8. Average hourly compensation in constant purchasing power 101.0 105.2 110.1 110.8 114. 7 119.4 123.1 127.7 132.8 135.2 Q
6. Average hourly wages and salaries In constant purchasing power 101.3 105. 2 109. 2 109. 6 113. 4 118.0 121.2 125. 6 130.8 132.8 0
7. Real product per man-hour--all persons-nonfarm sector 102. 8 106.0 112.7 114.9 117.5 120.4 122.4 126.8 127.1 128.6
8. Real product per man-hour-all persons-total private sector . 104.9 107.0 115.6 118. 1 121. 7 126.2 129.0 133.6 134. 6 137.0

Underlying data:
9. Total nonfarm product (current dollars) 110.9 111.7 124.7 141.7 149. 6 159.2 158.2 173. 3 184.1 193.0 h
10. Total nonfarm real product (1947 constant prices) .104.0 103.3 114.1 121.7 126.1 131.7 129.3 139.9 144. 7 146.6 0
11 Employees compensation (current dollars) .110. 2 108.5 119.7 137. 4 147. 6 158.8 157.3 170.5 186. 3 195.0
12. Wages and salaries (current dollars) .110.5 108.5 118.7 134.8 145.9 156.9 154.9 167.8 182.1 191. 4 mi
13. Nonlabor payments (current dollars) .111.7 115.8 131.0 147.3 152.3 159.7 159.3 176.8 182.6 190.4 4
14. Man-hours of employees- 101.4 96.8 101.0 106.7 108.3 111.0 106. 3 111.4 114.7 114.7
15. Consumer Price Index -107. 6 106. 6 107. 6 116.2 118. 8 119. 8 120.2 119.9 121. 7 125.7
16. Average hourly compensation . 108. 7 112.1 118.5 128.8 136.3 143.1 148.0 123.1 161.6 170.0 P
17. Average hourly wages and salaries .109.0 112.1 117.5 127.3 134.7 141.4 145.7 150.6 158.8 166.9

' Indexes of productivity for the total private economy are also included. - 2 Preliminary. >
Line 1. Line 11 divided by line 10. Line 13. Derived by subtracting employee compensation from total nonfarm gross 4
Line 2. Line 12 divided by line 10. private product. Includes corporate profits, capital consumption allowances indirect e
Line 3. Line 13 divided by line 10. taxes, net interest, income of unincorporated enterprises, net rental income and miscel-
Line 4. Line 9 divided by line 10. laneous payments (including statistical discrepancy). 0
Line 5. Line 16 divided by line 10. Line 14. Covers the hours of all private nonfarm employees, including those employed W
Line 6. Line 17 divided by line 15. by govemment enterprises. The man-hour estimates do not include the hours of pro- 0
Lines 7 and 8. Economic Report of the President 1058 table E-1, p. 108. prletors and unpaid family workers. The employee man-hours are estimated by the :
Line 9. Economic Report of the President, 1958, table i-3, p. 120. Gross private non- Bureau of Labor Statistics from the published series on employment and average weekly

farm product In current price. Source: U. S. Department of Commerce and Council of hours supplemented by the use of national income and unpublished census labor force
Economic Advisers. data for those areas not covered by the BLS series.

Line 10. Derived by subtracting agriculture product In 1947 dollars from total private Line 15. Economic Report of the President, 1958, table F-38, p. 160, converted to
product in 1947 dollars. Source: U. S. Department of Commerce, Survey of Current 1947=100. Source: Bureau of Labor Statistics.
Business, National Income Supplement 1954 national income numbers July 1956, and Line 16. Line 11 divided by line 14.
July 1957-table 40, and June 1957 and November 1957 numbers, table 9. The 1957 Line 17. Line 12 divided by line 14.
figure for agriculture product from Council of Economic Advisers.

Line 11. Data for 1947-55 from U. S. Department of Commerce Survey of Current Source: U. S. Department of Labor, Bureau of Labor Statistics.
Business, National Income Supplement, 1904, national income numbers July 1956 and NOTE.-For some qualifications and limitations on the measure shown in this table,
July 1957, table 14. Derived by subtracting compensation of farm and general Govern- see the appendix to Productivity, Prices and Incomes, Joint Economic Committee, 1957.
ment employees from total compensation. Includes employer's contributions to social In addition, It should be noted that the measure of output per man-hour for the total
security, private Insurance and pension fund-, compensation for Injuries, and a few private economy is affected by shifts between the farm and nonfarm sectors as well as
other minor Items of income in addition to wages and salaries. The 1957 figure is a BLS shifts within these sectors, whereas nonfarm earnings are affected by shilts within the
estimate. nonfarm sector only.

Line 12. Same source as line 11, table 15. Wages and salaries include paid vacations,
holidays, sick leave, and other paid time off.
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TABLE 51.-All manufacturing: Indewes of wholesale prices of finished goods, unit
value added, total compensation of all employees and production-worker pay-
rolls per unit of output, 1952-57

[1947-49= 100]

Payrolls per unit of out-
Total com- put based on

Wholesale pensation
prices of Unit value of all em-
finished addAd ployees per Prodution-worker

Year goods unit of payrolls I
output

BLS Census

(1) (2) (3) (4) (5)

1952 - 111.5 114.8 116.1 109.3 (
2
)

1953 -110.4 114.5 118.3 111.3 (2)
1954 -110.7 116.0 120.4 108.4 (2)
1955 -110.9 119.7 119.6 109.2 (2)
1956 -114.0 123.2 125.3 112.1 (2)
1957 -118.1 125.5 129.3 112.2 (9)

I Does not include wages and salaries of nonproduction workers. Production-worker payrolls include
paid vacation, paid holidays, and sick leave and paid overtime but do not include other labor costs such
as legaly required payments by employers to old-age and survivors insurance and unemployment compensa-
tion, employer contributions to health and insurance plans, supplementary unemployment benefits and
pension plens.

Payrolis per unit of output are determined by output per man-hour and average hourly earnings. The
measure can be derived either as the ratio of total payrolls and production or payrolls per man-hour (aver-
age hourly earnings) and output per man-hour. If average hourly earnings are increasing, payrolls per unit
will increase unless offset by proportionate increases in productivity. In interpreting estimates of payrolls
per unit of output, it should be noted that the measures as usually constructed are affected by shifts between
products with different levels of labor cost per unit.

Payrolls, and therefore payrolls per unit, include paid vacation, holidays, sick leave, and overtime. Where
the ratio of payrolls per unit of output is derived by dividing payrolls per hour by output per hour a question
iwoften raised as to whether hours worked or hours paid should be used in computing the ratios. the answer
is that for this purpose either concept can be used as long as the same hours measure used in deriving the
payrolls per hour ratio is also used in deriving the output per hour ratio. This is true because the hours
estimates in both ratios, if they are consistent with each other, cancel out leaving payrolls divided by pro-
duction.

Payrolls per unit do not show the proportion of total value which is distributed to labor nor what is hap-
pening to other costs. To analyze changes in total production costs it is necessary to have additional data
on changes in material costs, profits, taxes, overhead costs, and prices, as well as fringe benefit labor costs
such as employer payments to pension plans, to social security and other non-wage-or-salary labor costs.

2 Not available after 1947.
Sources: Col. (1)-Bureau of Labor Statistics, economic sector index of finished goods (code 3000); 1947-55,

linked at 1947 to former wholesale price index of manufactured products, table D-5, p. 118, 1950 edition
Handbook of Labor Statistics.

Col. (2)-Computed from table 53 by dividing col. (2) by col. (1).
Col. (3)-Computed from table 53 by dividing col. (3) by col. (1).
Col. (4)-Computed from table 53 by dividing col. (4) by col. (1).
Col. (5)-See table 54, col. 6.

C
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TABLE 52.-All manufacturing: MonthlV indexes of production, production-
worker payrolls, production-worker payrolls per unit of output and prices of
finished goods, December 1954-February 1958

11947-49= 1001

Production-worker pay-
rolls per unit of output I Wholesale

prices of
Period Production Payrolls fin shed

12-month goods
Monthly moving

average

(1) (2) (3) (4) (5)

1054-July -116 131.0 113.7 108.7
August -125 134.8 107. 8 108.3 111.1
September -. 127 138.0 108.7 108.1 110. 6
October l 132 139.1 105.4 107. 8 110. 2
November -132 142.2 107. 7 107. 7 110. 6
December -129 143.1 110.9 107. 6 110.2

1955-January --------------------------- 133 141.4 106.3 107.6 110. 6
February - ----------- 136 144.3 106. 1 107.8 110.8
March ---------------- 140 146.5 104.6 107.9 110.2
April -140 146.7 104.8 108.1 110.6
Mlay -140 150.1 107.2 108.3 110. 2

Junle -141 152.1 107.9 108.6 110.6
July -132 151.0 114.4 108. 9 110. 5
Aucust ------ 140 154.6 110.4 109. 2 110. 9
September -144 158.6 110.1 109.5 111.5
October -150 161.2 107.5 109.8 111.3
November -148 164.0 110.8 110.1 111L6
December -143 164.0 114.7 110.4 111.5

1956-January---------------- 144 159.3 110.6 ll 0.6 111. 8
February -146 158.1 108.3 110.8 112.0
March -145 158.2 109.1 111.0 112. 3
April -146 158.5 1(8. 6 111.3 112.7
May ----------------- 142 156. 4 110.1 111. 5 113.6
June -142 158.5 111.6 111.7 114. 0
July -129 150.5 116.7 111.9 114. 0
August -- 143 161.5 112.9 112.1 114 1
September - 148 166.7 112.6 112.2 115.3
October -153 169.0 110.5 112.3 115.6
November -149 168.2 112.9 112.5 116. 2
December -146 171.4 117.4 112.6 116. 2

1957-January -146 165.5 113.4 112.7 116.7
February -149 165.0 110.7 112.7 117. 0
March -150 164.3 109. 5 112.7 116. 9
April -146 161.5 110.6 112.7 117.4
May- --- --------------------- 144 161.0 111.8 112.6 117. 4
Jule -146 163.8 112.2 112.6 117. 6
July -136 160.5 118.0 111.6 118. 5
August -146 164.7 112.8 2 112. 3 118. 6
September -147 164.7 112.0 . 118.8
October -147 162.6 110.6 119.0
November -143 16.9 112.5 119. 6
December--------------- 135 157.4 116.6 ------- 119.9

1958-January -134 149.3 2111. 4 -- 120.4
February - 133 '145.1 2 109.4 - - 2120. 2
March --------------------------- 2131 '143.3 2109.4.

I See note 1, table 51.
' Preliminary.

Sources: Col. (I)-Federal Reserve index of industrial production for manufactures without seasonal
adjustment.

Col. (2)-Bureau of Labor Statistics production-worker payroll index In manufacturing.
Col. (3)-Computed by dividing col. (2) by col. (1).
Col. (4)-Computed from col. (3).
Col. (5)-Bureau of Labor Statistics wholesale price index for finished goods.

23734-58-46
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TABLE 53.-All manufacturing: Indexes of production, value added, compensation
of employees, and production-worker payrolls, 1952-57

[1947-49= 100]

Total Pro(ue- Total Produc-
Produc- Value compen- tion- Produc- Value compen- tion-

tion added sation worker tion added sat:on worker
Year of em- payrolls Year of em- payrolls

ployees ployees

(1) (2) (3) (4) (1) (2) (3) (4)

1952 _ . 125 143.5 145. 1 136.6 1955 140 167.6 167.5 152.9
1953 ..-- 136 155.7 160.9 151.4 1956 144 177.4 180. 4 161. 4
1954 . 127 147.3 152.9 137.7 1957 _ 145 1182.0 1187.5 162.7

I Preliminary based on estimates staff, Joint Economic Committee.

Sources: Col. (1).-Board of Governors of the Federal Reserve System.
Col. (2).-Cons sts of national income originating in manufacturing plus depreciation changes incurred in

manufacturing put on an index basis with 1947-49=100 from the Office of Business Economics, Depart-
ment of Commerce.

Col. (3).-Office of Business Economics, Department of Commerce; consists of wages and salaries of all
employees plus other labor income.

Col. (4).-Department of Labor, Bureau of Labor Statistics, Employment and Earnings.

TABLE 54.-All manufacturing: Indexes of production, employment, productivity,
payrolls, and production worker payrolls per unit of output, 1954-57

[1947-49=100]

Production
Produe- Produc- Output worker

tion tion Man-hours per Payrolls payrolls
Year workers man-hor per unit

of output l

(1) (2) (3) (4) (5) (6)

1954- 127.0 101.8 101. 1 125.6 137.7 108.4
1955 -___--___--_--------_---- 140.0 105.6 107. 7 130.0 152.9 109.2
1956 -_---- ___------_-- 144.0 106.7 108. 1 133.2 161.4 112. 1
1957 -_--------__--_---- 145.0 104.5 107.1 135.4 162.7 112.2

I See note 1 to table 51.

Source: Col. ()-Federal Reserve Board.
Col. (2, 3, 5)-Department of Labor, Bureau of Labor Statistics.
Col. (4)-Col (1)+col (3).
Col. (6)-Cot. (5)-. Col. (1).

TABLE 57.-All manufacturing: Indexes of output per man-hour and real average
hourly earnings, 1954-57

[1947-49=1001

All manufacturing Ratio of real
average

hourly earn-
Year Output Real average ings to

per hourly output per
man-hour earnings man-hour

(1) (2) (3)

1954 -3-- -- -- - 125. 6 118.6 94.4
1955 - 130.0 124.0 95.4
1956 - 133.2 128.9 96.8
1957 -135.4 126.4 93.4

Source: Col. 1-Table 54, col. 4.
Col. 2-Payrolls (table 54, col. 5) divided by man-hours (table 54, col. 3) adjusted to constant prices by

dividing this result by the consumer price Index (table 41, col. 1).
Col. 3-Col. 2 divided by Col. 1.
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TABLE 62.-Manufacturing of food and kindred products: Indexes of production,

unit value and unit costs, 1953-.6

[1947-49=100]

Income .osni~en- All other income originating per unit
Compen-

Incomo satlon of _ _ __ _ _ _
Production originating employees Corporate Corporate Corporate

Year per unit per unit Total' I proft tax profits
befores iability after
tax tax

(1) (2) (3) (4) (5) (6) (7)

1953 -107 117 125 97 95 128 72
1954 -106 117 130 87 91 120 70
1955 -109 124 132 105 (') (I)
1956 ------ 113 123 136 91 () ' )

' The total cfall other Income originating is derived by deducting compensation ofemployees from income
originating. It therefore Includes in addition to the corporate tax liability and corporate profits after taxes,
which are used In deriving cols. (5) and (6), the following items: corporate inventory valuation adjustment;
income of unincorporated enterprises and inventory valuation adjustment; and net interest.

' Not available.
Source: Production Index, col. (I) Is from the Board of Governors of the Federal Reserve System. Other

columns derived from table 63 in a manner discussed in the text of Productivity, Prices, and Incomes.

TABLE 63.-Income originating in manufacturing of food and kindred products,
by distributive shares, 1953-56

[Millions of dollars]

Corporate profits Proprietors'

Total Compensa- income,
Income tion of Corporate Corporate and inven-

Year originating employees Total tax profits tory
liability after tax valuation

adjustment

(1) (2) (3) (4) (5) (6)

1953 -7, 919 6,028 1,659 935 724 232
1954 -7,856 6,170 1,574 867 707 112
1955- 8 546 6, 461 (I) (1) (I) (')
1956 ------------- 751 6,880 (') () () ( )

I Not available.

Source: Department of Commerce, Offico of Business Economics, Survey of Current Business, July 1957.
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TABLE 65.-Net profits after taxes as percentage of stockholders' equity and as
percentage of sales, leading food companies, 1954-56

Food processing companies I

5 whole- 8 retail
Year 7 grains 10 dairy 10 mis- sale food food

8 baking mil l 11 meat- 5 eanning products cellaneous 51 com. dis- chains
com- products packers cormm- - food panlis tributors

panics ou- panicsaI corm- comnbmnea
__ L panis panies

Profits as percentage of stockholders' equity 2

1954 . .. 11.3 12.4 2.7 1 7.8 12.1 9.9 8.8 7.5: 10.9
1955 11.4 12.4 6.5 10.1 12.0 10.4 l 10 1 6.7 l 10.7
1956 - 11.4 11.7 6.9 8.2 12.2 11.2 10.2 7.6 12.8

Profits as percentage of sales

1954 -- 3.4 2.9 .3 28 2.6 3.8 81. 1.0 1.0
1955 3.4 3.1 .8 3.6 2.6 4.0 2.2 .9 1.0
1956 3.2 2.9 .8 2.9 2.6 4.1 2.2 1.0 1.1

I Includes sugar and corn refining companies, processors of vegetable oils, and companies manufacturing
a wide variety cf packaged foods.

2 Ratio of net profits to average of stockholders' equity at the beginning and end cf the year. Stock-
holders' equity is excess of total balance sheet assets over liabilities.

Source: Compiled by the Department of Agriculture from financial statements reported in Moody's
Industrials.

TABLE 67.-Average annual percentage rates of net income after taxes to net
worth of leading food mianufacturing corporations for the years 1955-57

[Percent]

Dairy Meat Other Soft
Year Baking products packing Sugar food drinks Brewing Distilling

products

(1) (2) (3) (4) (5) (6) (7) (8)

1955 12.0 12.1 6.8 5.5 IL.8 14.3 8.7 6.5
1956- 12.2 12.4 7.06 6.6 11.7 14.3 7.7 6.9
1957 - -12.6 12.1 4.3 8.9 11.3 14.2 7.2 7. 3

NOTE. Net income is taken as reported, after depreciation, interest, taxes, and other charges and reserves,
but before dividends. Not worth includes book value of outstanding preferred and common stock and
surplus account at beginning of each year and is based upon balanee sheet book values of assets, which may
differ widely from present-day values. The percentage rates indicate general earnings trends, but are not
strictly comparable over a period of years because of (1) variation in number of available corporate reports
included in the different annual tabulations upon which this summary is based, and (2) certain changes
in industrial classification during the period.

Source: The First National City Bank of New York.
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TABLE 68.-Food and Icindredl products: Sales, profits, and dividends, 1954-57'

[Dollar amounts in millions)

Profits as percent
Profits Profits of sales Divldends

Period Sales before after Divi- l as percent
tax 2 tax dends of profits

Before After after tax
tax tax

1954 - $5,476 $462 $224 $116 8.4 4.1 69.6
1955 --------------- 5, 833 499 244 160 8. 6 4. 2 65. 6
1956 --------------- 6,300 561 275 166 8. 9 4. 4 60. 4
1954-4th quarter -1.435 110 57 46 7.7 4.0 80.7
1955-Ist quarter- 1,378 99 46 36 7.2 3.3 78. 3

2d quarter- 1, 469 132 63 36 9. 0 4. 3 57.1
3d quarter- 1, 491 140 68 39 9.4 4.6 57. 4
4th quarter--------- 1, 495 128 CO 50 8. 6 4. 4 71. 8

1956-Ist quarter- 1, 530 126 18 37 8. 2 3. 8 63. 8
2d quarter -1, 569 149 71 38 9.5 4.5 53. 5
3d quarter--------- 1,1561 141 71 41 . 9. 0 4.15 57. 7
4th quarter- 1, 640 145 74 50 8. 8 4. 5 67. 6

1957-Ist quarter -1,618 133 G3 39 8.2 3.9 61. 9
2d quarter-1, 642 154 75 40 9.4 4.6 53. 3
3d quarter -1,669 158 77 41 9.1 4.6 53. 2
4th quarter -1,691 157 79 54 9.3 4.7 68.4

I Companies are those included in the Federal Reserve Board tabulations of sales, profits, and dividends
of 28 large corporations in the food and kindred prodtucts inidustry. Profits shown here have been comlpiled
from reports to stockholders or to Federal regulatory agencies. They are not comparable with the totals
given elsewhere in the appendix for all private corporations, which are based chiefy on tax return data
adjusted to exclude dividends received by the companies, capital gains, etc. (See genemal note on Depart-
ment of Commerce estimates of corporate profits, table 10 above.)

2 Profits before tax refer to income after all charges and before Federal income taxes and dividends.

Source: Federal Reserve Bulletin, February 1958.

TABLE 111.-Canning and preserving: Iscdeaxes of production, payrolls, and
production-worker payrolls per unit of output, 1948-57

[1939=100]

Production- Production-
worker pay- worker pay-

Year Production Payrolls rolls per unit Year Production Payrolls rolls per unit
of output ' of output I

(1) (2) (3) (1) (2) (3)

1948 158 0 328.6 208.0 1913 199.9 404.5 202.4
1949 163. 3 317.9 194. 7 1954 201.8 391. 4 194.0

190 ----- 174. 7 338. 2 193.6 1911----- 210.8 407.4 193.3
1951 198. 2 380.7 192.1 1956 236.0 454. 9 192.8
1952 190.5 377.1 198. 0 1957 (2) 424.2 (2)

I See note I to table 51.
2 Not available.

Source: Col. (1)-From table 112.
Col. (2)-From table 112 and Bureau of Labor Statistics figure on average hourly earnings.
Col. (3)-Col. (2).col. (1).
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TABLE 112.-Canning and preserving: Indexes of production, man-hours, output
per man-hour, man-hours per unit, earnings, and prices, 1948-57

Price indexes

Produc- Man- Output Man- Average
tion I hours Iper man- hours per hourly Wholesale Retail

hour ' unit ' earnings I l

Year 3a I 3b 4a 4b

(1) (2) 1 (3) (4) (5) (6) (7) (8) (9)

1939=100 1939=100 1947-49= 1939=100
100

1948 - 158.0 137.8 114.7 87.2 $1. 116 201. 4 115.4 171.2 418. 7
1949- 163.3 131.9 123.8 80. 8 1. 128 200. 2 103.8 165.7 432.2
1950 174. 7 132. 9 131.5 76. 1 1. 191 200.8 97. 1 158. 2 383.2
1951 198. 2 140. 3 141.3 70.8 1.27 212.3 120. 7 179. 7 499.2
1952 - 190.5 133. 7 142. 5 70.2 '1. 32 211.3 104. 4 177.5 451. 8
1913 199.9 139.2 143.6 69.6 1.36 210. 7 100.2 180.9 428.3
1954 - 201. 8 129. 9 155.4 64.4 1.41 210.3 100. 4 179.2 422. 1
195 - 210.8 130.6 161.4 62.0 1.46 212.3 110.9 179.2 453.1
1956 - 236.0 135. 6 174.0 57.5 1.57 217. 1 120.0 185.7 492. 2
1957 (2) 121.8 (2) (') 1.63 209. 1 120.0 183.0 510.2

' Standard industrial classification industry 203.
2 Not available.
3 Component of BLS Wholesale Price Index (3a: 02-4; 3b: 02-26-01).
4 Component of BLS Consumer Price Index (4a: Canned fruits and vegetables; 4b: Pink salmon.
Source: Cols. (1) and (2)-1948 BLS unpublished data; 1949-57 Statistical Abstract, compiled by BLO.
Col. (3)-col. (1) ÷col. (2).
Col. (4)-col. (2)÷c Col. (1).
Cols. (5)-(9)-BLO, Department of Labor.

TABLE 121.-Flour: Indexes of production, payrolls, and production-worker
payrolls, per unit of output, 1953-56

[1939= 100]

Production-
Production Payrolls worker pay-

Year rolls per unit
of output'

(1) (2) (3)

1953- - 98. 4 287. 0 291. 7
1954 -98.1 267.6 272.8
1955 -99.8 273. 6 274.1
1956 -100.6 274.7 273.1

X See note 1 to table 51.

Source: Col. (I)-From table 122.
Col. (2)-Annual Survey of Manufactures and Advasce Report, Census of Manufactures 1954, compiled

by BLS.
Col. (3)-Col. (2)+col. (1).
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TABJLE 122.-Flour: Indexe8 of production, man-hours, output per man-hour,
man-hours per unit, earnings and price8, 1953-56

Price Indexes
Produc- Man- Output Man-

tion I hours , per man- hours per
Year hour I unit I Average Whole- Retail a

hourly sale 2
earnings '

(1) (2) (3) (4) (6) (7)

1939=100 1939=100

1953. -= 98.4 107.7 91.4 109.5 $1.70 251.1 236.
1954.-. 98.1 94.5 103.8 96.3 1.77 272.8 240.8
1955 -9D.8 92.4 108.0 92.6 1.86 263.9 241. 9
1956 -100.0 89.6 112.3 89.1 1.93 252.4 241.7

' Standard industrial classification industry code 2041.
2 Component of BLS Wholesale Price Index, 02-12-02.
3 Component of BLS Consumer Price Index, flour wheat, 5 pounds.

Source: Cols. (I) and (2)-Statistical abstract compilod by BLS.
Col. (3)-Col. (I)- .Col. (2).
Col. (4)-Col. (2)+Col. (1).
Cols. (5)-(7)-BLS, Department of Labor.

TABLE 126.-Confectionery: Indexes of production, payrolls, and production-
worker payrolls per unit of output, 1954-56

[1939=100]

Production-
Production Payrolls worker pay-

Year rolls per unit
of output'

(1) (2) (3)

1954 - 163 7 327.0 199.8
1955 - .. 171.2 333.4 194.7
1956 -179.4 354.1 197.4

' See note I to table 51.

Source: Col. (I)-From table 127. Col. (2)-From Census, Annual Survey of Manufacturers compiled
by BLS.

Col. (3)-Col. (2)+ool. (1).

TABLE 127.-Confectionery: Indewes of production, man-hours, output per man-
hour, man-hours per unit, earnings, and prices, 1954-56

Price indexes

Produc- Man- Output Man-hours Average
tion hours ' per man- per unit ' hourly Wholesale Retail

Year hour ' earnings ' candy a ceody d
1947-49= December

100 1952=100

(1) (2) (3) (4) (5) (6) (7)

1939=100

1954 -163.7 112.8 145.1 68.9 $1.37 I1&1 105.4
1955 -171.2 111.5 153.5 65.1 1.41 119.3 112.6
1956 - .-- .. 179.4 112.1 160.0 62.5 1.50 115.6 100.0

'S tandard industrial classification industry 2071.
' Industry code 2071.
' Code 02-50-32, component of BLS Wholesale Price Index.
'Code F-570.0, component of BLS Consumer Price Index.

Source: Cols. (1) and (2)-Statistical Abstract compiled by BLS.
Col. (3)-col. (I)-+-col. (2).
Col. (4)-col. (2)+col. (1).
Cols. (5)-(7)-BLS Department of Labor.

e
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TABLE 128.-Malt liquors: Indexes of production, payrolls, and prod uction-wortker
payrolls per unit of out put, 1947-56

11939=100]

Production- Production-
Produc- Payi oils worker pay- Produc- Payrolls worker pay-

Year tiop rolls per unit Year tion rolls per unit
of output I of output I

(1) (2) (3) 01) (2) (3)

1947 _ 178.0 239.8 134.7 1952 181.4 296. 4 163. 4
1948 172.1 (2) (2) 1053 -- 180.2 335.0 179.9
1949 ----- 174. 1 242.0 139. 0 1014 ----- 180. 0 298. 3 16.. 7
1950 174. 6 250 0 143. 4 1959 183.7 311. 3 169. 5
1951 179.1 277.4 154.9 1956 184.6 321.1 173.9

1 See note I to table 51.
2 Not available.

Source: Production index from table 129. Payroll index 1947-51 from table 129, col. 2, and Bureats of
Labor Statistics figures on average hourly earnings; for later years from Bureau of the Census Annual
Survey of Manufactures. Col. 3-Col. 2 1 col. 1.

TABLE 129.-Malt liquors: Indewes of production, man-hours, output per man-hour,
man-hours per unit, earnings, and prices, 1939-56

Price indexes
Produc- Man- Output Man-hours Average

tion 1 hour's I per man- per unit I hourly
Year hour ' earnings 2 Whole- Retail l

sale 2

(1) (2) (3) (4) (5) (6) (7)

1939=100 1947-49= Dec. 1952=
100 100

1939-------- - 100.0 100. 0 100.0 100 0 $0 9126 ------
1940 ---- - 98.4 96.0 102.5 97.06 --94--------
1941 - - - 113.0 103.3 109.4 91.4 .973
1942 - - - 128.6 119.1 111.7 89.5 1.023
1943 - - - 143.6 133.5 107.6 93.0 1.066
1944 - - - 13. 5 144.5 113.1 88.4 1.130
1945 169.4 142.1 119.2 83.9 1.173
1946 - - - 161.3 133.3 121.0 82.6 1.286 -
1947 178.0 152.2 117.0 85.5 1.459 99.7------°-
1948-------- - 172.1 (4) -------------- - 1.800 101.8 ------
1949 - - - 174.1 128.2 135.8 73.6 1.690 102.9
1950 - - - 174.6 126.3 138.2 72.3 1.787 104.2
1951 179.1 130.0 137.8 72.6 1.92 110.0
1952 - 181.4 128.2 141.5 70. 7 2.00 116.9 100.0
1993 - 186.2 132.3 140.7 71.1 2.19 119.7 101. 0
1994 180.0 113.5 158.6 63.1 2.32 124.8 104.8
1955 --- - 183.7 112.8 162.9 61.4 2.44 124.7 103.9
1956 184.6 110.8 166.6 60.0 2. 59 126. 5 105.

1 Standard industrial classification industry 2082.
2 Component of wholesale price index, code 14-41.
3 Component of Consumer Price Index.
4 Not available.

Sources: Col. (I) and (2)-1939 through 1950. Productivity Trends in Selected Industries Indexes through
1959 Bulletin No. 1046. 1951, Handbook of Labor Statistics, 1951 supplement. 1952 through 1956, Statisti-
cal kbstract. compiled by Bureau of Labor'Statistics.

Col. (3)-Col. (1)+col.(2).
Col. (4-Col. (2)+col. (1).
Col. (5)- (7)-Bureau of Labor Statistics, Department of Labor.

4
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TABLE 136.-Metal manufacturing industries: Indewe8 of production, unit value,
and unit cost8, 1953-56

[1947-49=1001

All other income originating per unit I
Income Compen-

Produc- originating sation of
Year tion per unit employees Corporate Corporate Corporate

per unit Total profits tax profits
before tax liability ofter tax

(1) (2) (3) (4) (5) () (7)

1953 - 160 115. 8 117.5 109. 8 102.6 155. 0 66. 1
1954 -142 117.3 121.2 103.7 93. 7 126.9 70.5
1955 - . 161 119.3 119.0 120.1 (2) (2) (2)
1956 --- 166 122.5 125.5 111.8 (2) (2) (2)

I The total of all other national income Is derived by deducting compensation of employees from national
income. It therefore includes in addition to the corporate tax liability and corporate profits after taxes,
which are used in deriving cols. (6) and (7), the following items: corporate inventory valuation adjustment;
income of unincorporated enterprises and inventory valuation adjustment; and net interest.

2 Not available.

Source: Col. (1)-Board of Covernors of the Federal Reserve System. Other columns derived from
table 137.

TABLE 137.-Income originating in metal manasufacturing industries, by
distributive shares, 1958-56

[Millions of dollars]

Corporate profits before tax Proprietors'
Total Compensa- income, net

Year income tion of interest, and
originating employees Corporate Corporate inventory

Total tax profits after valuation
liability tax adjustments

(1) (2) (3) (4) (5) (6)

1953 --.--..-- 51,574 40, 755 11,201 6,956 4,245 -382
1954 - 46,391 37,313 9,074 5,054 4,020 -165
1955- 53,455 41,538 (1) (2) (I) (I)
1956 -56,614 45, 180 (') (') (') (')

I Not available.
Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957.

TABLE 141.-Income originating in metals, metal products, and miscellaneous, by
distributive shares, 1929-55

[Millions of dollars]

Corporate profits before tax Proprietors'
Total Compensa- l income, net

income tion of interest, and
Year originating employees Corporate Corporate inventory

Total tax profits after valuation
liability tax adjustments

(1) (2) (3) (4) (5) (6)

1953 - 20, 763 16, 614 4, 092 2,386 1, 706 57
1954 -18, 392 15, 131 3, 179 1,735 1,444 82
1955 -21,697 17 115 9) (I) I) (9
1956 - . 23,454 18,454 ') (') ') (')

I Not available.
Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957.

1I
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TABLE 143.-Primary metals and products: Sales, profits, and dividends, 1954-57 '
[Dollar amounts in millions]

Profits as percent Dlvi-
Profits Profits ofsales dends as

Period Sales before after Divi- percent
taxes 2 taxes dends of profits

Before After after
taxes taxes taxes

1954 -$11, 522 $1, 357 $705 $407 11.8 6. 1 55.7
1955 -14, 912 2,377 1,195 522 15.9 3. 5 43.7
1956 -16,062 2,366 1,233 606 14.7 7. 7 49.1
1954-4th quarter- 2,874 400 231 125 13.9 8.0 54.1
1955-lst quarter- 3,306 488 241 114 14.8 7.3 47.3

2d quarter- 3,864 632 313 108 16.4 8. 1 34. 5
3d quarter- 3,753 584 293 118 15.6 7.8 40. 3
4th quarter -4,030 674 348 182 16. 7 8.6 62. 3

1956-lst quarter- 4, 209 690 346 141 16.4 8. 2 40. 8
24 quarter --------- 4,415 712 363 137 16.1 8.2 37.7
3d quarter- 3,098 267 145 140 8.7 4.7 96.6
4th quarter- 4,340 697 378 188 16.1 8.7 49.7

1957-1st quarter - 4,272 678 344 157 9.3 8.1 45.6
2d quarter- 4,270 652 327 157 15.3 7.7 48.0
3d quarter - 3,856 512 264 158 13.3 6.8 59.8
4th quarter -. - 3,675 473 260 179 12.9 7.1 68.8

' Companies are those included In the Federal Reserve Board tabulations of sales profts, and dividends
of 39 large corporations in the primary metals and products industry. Profits shown here have been com-
ptled from reports to stockholders or to Federal regulatory agencies. They are not comparable with the
totals given elsewhere in the appendix for all private corporations, which are based chiefly on tax return
data adjusted to exclude dividends received by the companies, capital gains, etc. (See general note on
Department of Commerce estimates of corporate profits, table 10 above.)

2 Profits before taxes refer to income after all charges and before Federal income taxes and dividends.
Source: Board of Governors of the Federal Reserve System.

TABLE 144.-Blast furnaces, steelworks, and rolling mills: Indexes of weighted
production, man-hours of production workers, output per production-worker
man-hour, production-worker payrolls, and production-worker payrolls per unit
of output, 1952-57

[1947-49=100]

| | I Output per Production-
Weighted Man-hoursof production- Production- worker

Year production production worker worker payrolls
workers - man-hour payrolls per unit of

output ,

1952 -113.4 97.8 116.0 125.4 110.6
1953 -133.4 114.0 117.0 158.7 119.0
1954 -107.0 93.8 114.1 133.0 124.3
1955 -141.2 111.0 127.2 169.5 120.0
1956-139. 1 108.6 128.1 176. 3 126.7
1957 -134.0 105.8 126.7 182.0 135.8

X See note 1 to table 51.
a 1957 estimates by the Bureau of Labor Statistics are prelIminary.
Source: Man-hours per Unit of Output in the Basic Steel Industry 1939-55, Bulletin No. 1200, Depart-

ment of Labor, Bureau of Labor Statistics, 1956. Payrolls for the period since 1939 are derived from man-
hours in col. (2) and BLO figures on average hourly earnings.
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TABLE 146.-Basic steel industry: Indexes of output per production-worker man-
hour and real average hourly earnings of production workers, 1952-57

[1947-49=100]

Ratio of real Ratio of real
Output Real aver- average Output Real aver- average
per pro- age hourly hourly earn- per pro- age hourly hourly earn-

Year duction earnings ings to out- Year duction earnings ings to out-
worker of produc- put per man- worker of produc- put per man-

man-hour tion hour for pro- man-hour tion hour for pro-
workers duction workers duction

workers workers

().(2) (3) (1(2) (3)

1052 . 116.0 113.0 97.4 1955 . 127.2 133.3 104.8.
1953 . 117.0 121.7 104.0 1956 128.1 139.7 109.1
1954 114.1 123.6 108.3 19571 126.7 143.1 112.9

' Preliminary.

Source: Col. 1-Table 144, col. (3).
Col. 2-Payrolls (table 144, col. 4) adjusted to constant prices by dividing by consumer price Index (table -

41, col. 1); reduced to hourly basis by dividing by man-hours of production workers (table 144, col. 2).

TABLE: 150.-Primary smelting and refining of copper, lead, and zinc: Indexes of
production, payrolls, and production-worker payrolls per unit of output,.
1940-56

[1939 = 100]

Production- Production-
worker worker

Production Payrolls payrolls Production Payrolls payrolls
Year . per unit Year per unit

of output I of output '

(1) (2) (3) (1) (2) (3)

1940 ---- 127.1 119.5 94.0 1949 113.6 241.8 212.9
1941 ---- 139.4 153.0 109.8 1950 - - 132.9 258.7 194.7
1942 146.0 179.3 122.8 1951 131.4 277.7 211.3
1943 146.8 204.5 139.3 1952 130.7 298.7 228.5
1944 ----- 134.3 196.8 146.5 1953 137.9 320.7 232.6
1945 114. 8 184. 6 160.8 1954 126. 8 284. 7 224. 5
1946 93.9 174.2 185.5 1955 145. 1 317.0 218.5
1947 127.8 241.1 IS8.7 1956 157.0 365.5 232.8
1948 -- 123.3 (2) (')

I See note I to table 81.
2 Not available.

Source: Col. (1)-From table 151.
Col. (2)-From ol. (2) in table 151 and BLS figures for average hourly earnings. 1949 to date is Unked by

using 1947 and 1954 census data and Annual Survey of Manufactures census data.
Col. (3)-Col. (2) - col. (1).

I~
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TABLE 151.-Primary smelting and refiningq of copper, lead, and zinc: Indemes of
productivity and wholesale prices, 1989-56

[1939=1001

Wholesale price indexes

Produc- Man Output Man- Average
Years tion I hours I per man- hours hourly Copper Lead pig Zinc slab

hour I per unitX earnings 2 ingot common prime
glcran ' e Wrestelmi

lyt IC

(1) (2) (3) (4) (5) (6) (7) (8)

1939 ----- 100.0 100. 0 100.0 100. 0 53.2 31.5 43.3
1940 - ----- --- 127.1 115.4 110.1 90.8- - 54.8 32.3 53.1
1941 - --- - --- 139.4 131.3 106.2 94.2 - 57.0 36.2 62.1
1942 --------- 146.0 134.8 108.3 92.3 57.0 40.5 68.3
1943 146.8 139.7 105.1 9.5.2 57.0 40.6 68.4
1944 134.3 129.0 104.1 96.1 57.0 40. 6 68.3
1945 ----------- 114.8 118.6 96.8 103. 3------ 57.0 40. 6 68.3
1946 -- 93.9 102. 7 91.4 109.4 - -- 67.0 51.0 72. 2
1947 127.8 126.5 101.0 99.0 $1. 257 101.2 91.6 86.9
1948 123.3 (6) (2) (6) 1.397 106.1 112.6 111.7
1949 113.6 109.5 103. 7 96.4 1.471 92. 7 95.8 101.4
1950 ----- 132.9 112.2 108.4 84.4 1. 525 102. 7 82. 9 115. 2
1951 131.4 108. 1 121.6 82.3 1.68 116.5 109.2 148. 0
1952 130. 7 107.8 121.2 82.5 1.79 116. 5 102.0 135. 0
1953 137.9 111.6 123.6 80.9 1.91 137.9 84.3 91.3
1954 -- 126.8 97.3 130.3 76.7 1.92 142 3 87.9 88.4
1955 145. 1 103. 7 139.9 71. 5 2.01 177. 4 94. 4 100.9
1956 157.0 111.8 140.4 71.2 2.14 198.8 99.9 110.5

I Standard industrial classification 3331-2-3.
2 Industry 3331-33.
3 Wholesale Price Index 10-22-06.
4 Wholesale Price Index 10-22-11.
5 Wholesale Price Index 10-22-31.
6 Not available.

Source: Col. (1) is a revised BLS series using value-added weights from the 1939-57 Census Indexes of
Production.

Col. (2)-From unpublished BLS data 1939-47. 1947 to (late from the 1917 and 1954 Census of Manu-
facturers and Annual Surveys of Manufacturers.

Col. (3)-Col. (1) -col. (2).
Col. (4)-Col. (2) col. (1).
Col. (5)-(8)-BLS, Department of Labor.

TABLE 161.-Income originating in machinery, eswsept electrical, distributive
shares, 1953-56

[Millions of dollars]

Corporate profits before tax Proprietors'
Total Compensa- _ income, net

Year income tion of interest, and
originating employees Corporate Corporate inventory

Total tax profits after valuation
liability tax adjustments

(1) (2) (3) (4) (5) (6)

1953----------- 10, 580 8, 596 2,092 1, 297 795 -108
1954 9, 585 7, 829 1, 730 970 760 26
1955 -- 10, 351 8,381 (I) (1 ) (I)
1956 - -12, 143 9, 670 (1) (1) (X) (I)

I Not available.
Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957.
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TABLE 163.-MlachinerV 8ale8, profit8, and dividend8, 1939-56'

[Dollar amounts in millions]

Profits as percent Dlvi-
Profits Profits of sales dends as

Period Sales bCfore after Dlvi- . percent
taxes' taxes dends of profits

Before After after
taxes taxes taxes

1954-----7,--- .. - 7, 745 $914 $465 $203 11. 8 60 56. 6
1955 --------------- 8,477 912 465 281 19.8 5. 5 60.4
1956---------------90,798 943 460 321 9. 6 4. 7 69.8

1954-4th quarter - 2,037 193 114 89 9.5 5.6 78.1

1955-lst quarter -2,018 234 114 67 11.6 5.6 58.8
2d quarter --------- 2,127 259 127 66 12.2 6.0 52.0
3d Quarter --------- 2,095 224 Ill 67 10. 7 5.3 60.4

4th quarter --------------- 2,237 194 114 81 8. 7 5.1 71.1

1t56-1st quarter --o 2,167 200 76 78 9. 2 3.5 102.6
2d quarter --------- 2,403 267 139 78 10.8 5.8 56.1
3d quarter --------- 2,422 233 125 79 9.6 5.2 63.2

4th quarter ---------- 2, 746 243 120 87 8. 8 4. 4 72.5
1957-1st quarter--------- 2,624 290 142 79 11.3 5. 4 55.6

2d quarter --------- 2, 750 305 148 81 11. 1 5. 4 54. 7
3d quarter --------- 2, 669 273 135 82 10.2 5.1 60.3
4th quarter--------- 2,871 396 152 86 10.7 5. 3 56.6

1Companies are those Included in the Federal Reserve Board tabulations of sales, profits, axsd dividends
Of 27 large corporations In the machinery industry. Profits shownt here have heen compiled from reports
to stockisolders or toFederal reguilatory agencies. They are not comparable with the totals givenielsewhere
in tile ap~pensdix for all private corporations, which are based chiefly on tax return data adjusted to exclude
dividends received by the companies, capital gains, etc. (See general note on Department of Commerce
estimates of corporate profits, table 10 above.)

2 Profits before taxes refer to income after all charges and before Federal income taxes and dividends.

Source: Boaxd of Governors of the Federal Reserve System.

TABLE 17S.-Incorne originating in electrical moachinery, by distribiltive shares,
1953-56

[lMtillions of dollars]

Corporate profits Proprietors'
Total Compensa- _ income, net

Year income tion of interest, and
originating emPlcyees Corporate Corporate inventory

Total ta profits after valuation
liability tax adjustments

(') (2) (3) (4) (5) (6)

1953-
1954 -
1955-
19.5G ---. -

6, 936
6, 253
6, 622
7, 446

5. 463
5,021
5, 495
6, 165

1,559
1,249

(I)
(I)

992 567
695 . 554

( I) (')

-86
-17

(I)
(I)

I Not available.

Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957.
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TABLE 185.-Income originating in transportation equipment, e.Tcept automobiles,
by distributive shares, 1953-56

[Millions of dollars]

Corporate profits Proprietors'
Total. Compensa- income, netincome tion of interest, andYear originating employees Corporate Corporate inventory

Total tax profits after valuation
liability tax di-< t

(1) (2) (3) (4) (5) (6)

'1953 -------- 5, 743 5, 0761 801 534 271 -1381954 5, 773 4, 922 868 465 403 -211955 -5, 781 5,062 (') (1) () (1)1956 -6, 551 5,870 (') (') (') (1)

I Not available.

Source: Department of Commerce, Office of Business Economics, Survey of Current Business, July 1957

TABLE 187.-Income originating in automobiles and automobile equipment, by
distributive shares, 1953-56

Millions of dollars]

.Corporate profits Proprietors'Total Compensa- CroaepfisIncome. netYear income tion of intere. ndoriginating employees Corporate Corporate invenrtory
Total tax profits after valuation

liability tax adjustments

1953 - - 7, 552 5, 006 2, 653 1, 747 906 -1071954 - - 6,388 4,410 2,048 1,189 859 -701955..~ ----- --- 8,964 5, 485 ()()( I196 - -7,020 5,021 (1) (') (') (')

I Not available.

Source: Department of Commerce, Office of Business Economics, Survey of Current Business,July 1957.

TABLE 190.-Automobile and equipment industry:' Sales, profits, and dividends,
1954L-57

[Dollar figures in millions]

Profits as percent Divi-Profits Profits of sales dends asPeriod Sales before after Divi. percent
taxes 2 taxes dends of profits

Before After after
taxes taxes taxes

1954 -$14,137 $1,789 $863 $536 12.7 6.1 62.11955 -18,826 3,023 1,394 693 16.1 7 4 49.71956 --------------- 16,336 1,940 898 656 11.9 5.5 73.41954-4th quarter ---- 3,850 510 261 198 13. 2 6.8 75.91955-Ist quarter ---- 4, 791 825 369 109 17.2 7. 7 29.52nd quarter. 5,101 894 418 114 17.5 8. 2 27.33rd quarter ---- 4,246 589 261 161 13.9 6.2 61.74th quarter 4,688 714 346 309 15.2 7.4 89.31956-Ist quarter ---- 4, 578 689 320 162 15. 0 7. 0 50. 62nd quarter 4, 195 509 242 164 12.1 5.8 67.83rd quarter ---- 3,347 272 118 164 8. 1 3. 5 139.04th quarter -------- 4,215 470 214 166 11.2 5.1 77.61957-1st quarter ---- 4,993 713 337 167 14.3 6 7 49. 62nd quarter -. - -- 4, 522 603 292 166 13.3 6.5 56.83rd quarter. 3, 689 291 151 164 7.9 4. 1 107. 94th quarter ---- 4,277 506 279 173 11.8 6.5 62.0

I Companies are those included in the Federal Reserve Board tabulations of sales, profits, and dividendsof 15 large corporations in the automobile and equipment industry. Profits shown here have been compiledfrom reports to stockholders or to Federal regulatory agencies. They are not comparable with the totals-given elsewhere in the appendix for all private corporations, which are based chiefly on tax return dataadjusted to exclude dividends received by the companies, capital gains, etc. (See general note on Depart-.ment of Commerce estimates of corporate profits, table 10, above.)
2 Profits before taxes refer to income after all charges and before Federal income taxes and dividends.
So urce: Board of Governors of the Federal Reserve System, Federal Reserve Bulletin, February 1958.
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